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FOREIGN DOLLAR BONDS: PRESENT STATUS AND 
POSSIBILITIES OF FUTURE FINANCING 


H. J. DERNBURG* 
Federal Reserve Bank of New York 


Sentiment in the United States increasingly opposes financing of 
foreign assistance programs from public funds alone. The Presi- 
dent’s “Point Four” program, for example, is to be financed pri- 
marily by private investment. The United States government 
expects to contribute only relatively small amounts in order to make 
American “know-how” available to backward countries and to 
encourage private investment by extending guaranties through the 
Export-Import Bank. 


Direct private investment is usually accompanied by the export 
of technical and managerial skill, while this is not always the case 
where foreign loans are involved. In addition, direct investment 
has in many respects made a better showing in the last decades than 
portfolio investment, which consists chiefly of bond financing. The 
champions of the Point Four Program have therefore pinned their 
faith particularly on direct investment and aim especially to create 
a favorable climate for this type of capital export, while not expect- 
ing a revival of bond financing on a major scale. 


Except for the issues of debentures of the International Bank 
and an issue by the Dominion of Canada, only very modest amounts 
of foreign bonds have been sold to raise new capital in the Ameri- 
can market since the war. In 1952, however, when the ERP is to 
come to a close certain foreign countries will be under greater 
pressure to tap the private capital market. Presupposing favorable 
political and economic conditions, a certain revival of bond financ- 
ing (in addition to issues of debentures by the International Bank) 
may occur. This paper gives an analysis of the present status of 
foreign dollar bonds and attempts a classification of countries 
according to creditors’ experiences with the bonds issued in the 
twenties. This breakdown may allow certain conclusions as to the 
eligibility of potential borrowers in the fifties. 


I. THE PLACE OF BOND FINANCING IN 
FUTURE FOREIGN INVESTMENT 


From the investor’s point of view, by far the greatest risks to 
which private investment has been exposed in the last decades have 
been those of nationalization and inconvertibility. Expropriation, 
* This paper is the individual work of the author and does not purport to set 

forth the official views of the Federal Reserve Bank of New York with which 


he is associated as economist. The author is indebted to Mr. John Hein and 
Miss Aurora Parisi for their assistance in drawing up this paper. 
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or the assumption of ownership and control by a foreign govern- 
ment primarily hits, of course, direct investment ; inconvertibility of 
capital and earnings, on the other hand, affects both portfolio and 
direct investment, although the latter less than the former. Many 
of our foreign direct investments are investments in the production 
of minerals and foodstuffs which are sold in the American or 
world markets for dollars, thus making the transfer possible. In 
other situations where a transfer of earnings is not feasible such 
earnings may be reinvested in the hope of more favorable conditions 
in the future. On the other hand, when transfer difficulties arise, 
the investors in foreign dollar bonds depend very much on the good 
will of their debtors and may have to make considerable concessions 
with respect to both capital and interest payments. 

From the point of view of the recipient countries, direct invest- 
ments, have, as already stated, the considerable advantage of being 
accompanied by import of technical and managerial know-how, 
which makes them particularly suited for underdeveloped areas. 
They do not create, moreover, a transfer problem as serious as that 
which often results from large borrowing abroad. In the case of 
direct investment there are, of course, no rigid interest and amor- 
tization schedules which have to be met as in the case of loans; 
thus there is no risk of a conspicuous default situation with con- 
siderable damage to the borrowing country’s credit standing. 

Direct investments tend to raise, moreover, the productivity of 
the capital-importing countries, which does not necessarily hold 
true for bond issues. While the proceeds of some of the bonds 
issued in the twenties were used for such purposes as the stabili- 
zation of currencies and the construction and modernization of 
public utilities, railroads, and industrial plants, others were used 
for projects which were considered “unproductive” or “extrav- 
agant.” To the projects of the latter group belongs, for example, 
the construction of government palaces, stadiums, and other recre- 
ation facilities. Other projects, such as the refunding of domestic 
debts and the strengthening of mortgage banks in the borrowing 
countries, were considered ineligible for foreign financing, as con- 
trasted to domestic financing.’ Possible future bond financing will 


1 No statistical breakdown, however, is available on the purposes for which 
the bonds in the twenties were issued. One of the reasons why such statistics 
have not been compiled is presumably that many of the bond issues were sold 
for several purposes without indicating what portion of the loan was to be 
used for a. ven if such a breakdown were available it would not be very 


conclusive because the public borrowers (national governments, states, prov- 
inces, municipalities, etc.) which did the bulk of the borrowing in the twen- 
ties were often in a position to allocate more or less arbitrarily the proceeds 
from foreign bond issues to the eligible projects; and internal revenues or the 
proceeds from domestic issues to the less eligible. 








> Os 


oOo a = & 


— at & 





at 














FOREIGN DOLLAR BONDS 219 


therefore have to be limited to carefully selected projects, thus 
avoiding certain mistakes made in the twenties. 


Bond issues or other types of credit financing have the obvious 
political advantage that control does not rest with the foreign 
investor as in the case of direct investment. Especially in countries 
with a strong growing nationalistic spirit there are certain fields, 
such as public utilities and natural resources, where foreign control, 
even in a mild form, is not desired, and where long-term loan or 
bond financing, including International Bank loans, may fill the 
gap. There are other cases where the capital required might be 
too large to be raised by American corporations and where the 
country concerned would have to resort to bond financing. Finally, 
there are situations where only loan or bond financing is applicable, 
for example, when a foreign country wishes to replenish its gold 
and foreign exchange holdings for the purpose of currency sta- 
bilization. Bond financing has, therefore, a definite, though limited, 
place in future financing in addition to direct investment, provided 
that political and economic conditions in the fifties favor such 
financing. 


II. DEVELOPMENT OF FOREIGN DOLLAR BOND 
INDEBTEDNESS 1920-49" 


From 1920 through 1930 private investors in the United States 
publicly subscribed to from $9 billion to $10 billion of foreign 
dollar bonds. As a result of these and earlier flotations and of net 
foreign repurchases of foreign securities in general (including 
amortization), United States portfolio investments by the end of 
1930 amounted to approximately $7 billion. During the period of 
defaults in the early thirties there were repatriations by for- 
eigners of defaulted foreign dollar bonds through purchases in the 
open market at cut-rate prices. These purchases, coupled with 
regular amortization of non-defaulted issues, had reduced the par 
value of all foreign dollar bonds held in this country by the end of 
1945 to about $2.1 billion. 


In the years 1946 to 1948 the movement of private American 
capital into foreign bond issues has been insignificant. During this 


2 This section is based chiefly on data in U. S. Treasury Department, Census 
of American-Owned Assets in Foreign Countries (known as TFR 500) 
(Washington, 1947); and in United States Department of Commerce, The 
Balance of International Payments of the United States 1946-48 (Washing- 
ton, 1950). The U. S. Treasury census has provided the basis for estimates 
on American-owned dollar bonds after 1943. According to the census the par 
value of such bonds amounted on May 31, 1943, to $1,972 million. This figure 
has been adjusted to account for under-estimation due to incomplete report- 

ing, and later figures were based on such an adjusted figure. 








220 THE JOURNAL OF FINANCE 


period the bulk of the publicly offered issues has been for the pur- 
pose of refunding existing indebtedness to the United States. 
Important issues to raise new capital were only those of the Inter- 
national Bank ($250 million) and of the Dominion of Canada 
($150 million).* Indeed, new loans were about offset by amor- 
tization and other repayments on previously existing debt. As a 
result the par value of foreign dollar bonds held in this country by 
the end of 1948 (including the debenture issues of the International 
Bank) did not exceed $2.1 billion. 


The par value of outstanding dollar bonds, including not only 
bonds actually held in the United States, but also repatriated 
bonds and bonds held in third countries (that is, in countries other 
than the United States and the debtor countries) was, of course, 
much larger. It amounted by the end of 1948 to $4,386 million and 
by the end of 1949 to $4,300 million, including International Bank 
issues, and to $4,136 million and $4,050 million respectively, ex- 
cluding such issues. Of the latter amount $1,250 million or over 
30 per cent were Canadian issues, while the remainder of $2,800 
million represented the issues of some 30 countries chiefly in Latin 
America and Europe. 


III. CLASSIFICATION OF FOREIGN DOLLAR BONDS 
ACCORDING TO DEBTORS’ GENERAL PERFORMANCE 


The slow revival of private bond financing after the war has 
been a result not only of present unstable political and economic 
conditions abroad, but also of the many defaults which have 
occurred on bonds issued in the twenties. While a number of coun- 
tries did not default or, after having defaulted, made acceptable 
debt adjustments, the number of countries which defaulted and 
made unsatisfactory or no debt adjustment offers at all was large 
enough to cast a shadow over the whole field. Foreign bond finan- 
cing has also been discredited in the eyes of many investors by the 
behavior of individual countries, which, after having defaulted on 
amortization and interest payments, made dollar exchange available 
for the repurchase of defaulted bonds in the open market at cut- 
rate prices, thus retiring their dollar indebtedness at bargain prices 
and securing considerable book profits to the individual debtors. 


In order to avoid unwarranted generalizations and to get a 
clearer picture of the whole field, the dollar bonds issued from 1920 


3 The Canadian issue was floated in August, 1948, to repay an Export-Import 
Bank loan authorized in November of the preceding year. 

















FOREIGN DOLLAR BONDS 221 


to 1931 as well as those outstanding at the end of 1949 have been 
classified in this paper according to the debtors’ general perform- 
ance to date.* It may be anticipated that the picture revealed is 
much more favorable than might be expected, showing that from 
60 to 70 per cent of foreign dollar bonds were of countries which 
did not default or made acceptable debt adjustments after defaults 
had occurred. 


1. CLASSES OF DEBTOR COUNTRIES DISTINGUISHED 


The classification of bonds according to the performance of the 
issuing debtor countries differs from the one commonly used, which 
gives a breakdown by geographical areas and thus combines coun- 
tries in good standing with those in poor standing. In the present 
classification according to the borrowers’ general performance the 
following five groups have been distinguished: 


Group A countries which have not defaulted on their issues and 
are servicing outstanding debt on the basis of the original plans. 
This group includes Argentina, Australia, Canada, the Netherlands 
East Indies, and eleven European countries (Belgium, Denmark, 
Finland, France, Great Britain, Ireland, Luxembourg, the Nether- 
lands, Norway, Sweden, and Switzerland). 


Included in this group are Argentina, Denmark, and Sweden, 
although the record of these countries is not quite as good as that 
of the others. Argentina defaulted on various provincial and 
municipal loans but serviced regularly its national issues, repre- 
senting the bulk of its dollar loans in the twenties. Denmark, 
while paying interest on its outstanding issues, has been in default 
on sinking fund payments since 1942. Another special case is 
Sweden which serviced regularly its national issues, while those of 
the Kreuger concern (in liquidation since 1932) are in default. 
Some of the European countries included in Group A suspended 
sinking fund and/or interest payments temporarily during the 
last war. 


Five countries in the group, namely France, Luxembourg, Swit- 
zerland, Argentina, and the Netherlands East Indies had redeemed 
by the end of 1949 all of their dollar bonds. Some of the countries 
in the group, including Australia, Canada, the Netherlands, and 


* The countries which had bonds outstanding by the end of 1949 are, of course, 
to a large extent identical with those which had issued bonds in the twenties. 
But they include such borrowers as Russia, China, and Mexico which had 
issued bonds prior to 1920 and exclude countries, such as Argentina and the 
Netherlands East Indies, which have redeemed all their issues in the mean- 
time. 
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Norway, have already sold new dollar bonds since the war. 


Group B countries which have defaulted on most of their out- 
standing issues but have made acceptable readjustment offers and 
are servicing the assented bonds. To this group belong two Euro- 
pean countries, Czechoslovakia and Italy; and eight Latin Ameri- 
can countries (Brazil, Chile, Cuba, El Salvador, Panama, Uruguay, 
the Dominican Republic, and Haiti). The last two countries de- 
faulted temporarily as to sinking fund only and redeemed all their 
dollar bonds prior to the respective maturity dates. Chile, which 
began debt adjustment in 1935, did not make an acceptable offer 
until 1948. 


Group C countries which (as those in Group B) have defaulted 
on most of their outstanding issues but whose debt adjustment 
offers have not proved acceptable. They are servicing the small 
amount of assented bonds, while the bulk of the issues remains 
unserviced. This group consists of six Latin American countries 
(Bolivia, Colombia, Costa Rica, Guatemala, Mexico, and Peru). Of 
the debt adjustment offers made by Colombia the Foreign Bond- 
holders Protective Council recommended only the one made for 
Colombian departments and cities. Bolivia has worked out an offer 
which will be recommended by the Foreign Bondholders Protective 
Council, but to date the offer has not yet been made because the 
Bolivian Congress has failed so far to complete action on the 
matter. Costa Rica, which under a temporary settlement made 
payments as to interest due 1936 through 1941, has made no in- 
terest payments thereafter. Of the countries included in the group, 
Guatemala has redeemed all her dollar bonds, and Colombia has 
repatriated a considerable proportion of the defaulted issues. 


Group D countries which are in complete default and have to 
date made little or no effort toward a debt adjustment. For the 
bonds of this group the situation is, however, by no means hopeless, 
since the United States is participating in the economic recon- 
struction of these countries and wields considerable political in- 
fluence there. To this group belong Austria, Germany, Greece, 
and Japan. At this time plans are being discussed concerning the 
large issues of Germany. The latter country and Japan are known 
to have repatriated large amounts of their bonds; while the Ger- 
man repatriations were carried out mainly during the period when 
the country was in partial or total default, the repatriations by 
Japan took place while service of the bonds was being maintained 
fully. 
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Group E countries (chiefly in eastern Europe) which are basic- 
ally in the same situation as those in Group D except that for 
political reasons the outlook is fairly hopeless. To this group be- 
long Bulgaria, Danzig (now part of Poland), Estonia (now part 
of the Soviet Union), Hungary, Poland, Roumania, Russia, Yugo- 
slavia, and China. The latter country and Russia did not borrow 
during the twenties, but their earlier issues are still outstanding. 
The Soviet Union has repudiated all pre-1917 issues. Changes in 
the political situation will change, of course, the composition of 
this group. Negotiations are presently under way for a settlement 
of Yugoslavia’s pre-war dollar indebtedness. 


2. CLASSIFICATION OF DOLLAR BONDS OUTSTANDING 
BY THE END OF 1949 


Excluding the issues of the International Bank, $4,050 million 
of dollar bonds were outstanding by the end of 1949. This amount 
is broken down in Appendix I into the five groups of borrowers 
just described. 


As can be seen from Table 1 (summarizing Appendix I, columns 
2 to 5), debt service was being paid in full on 56.8 per cent of the 
bonds outstanding at the end of 1949. In Group A practically all 
bonds were being fully serviced,® while none were being serviced 
in Groups D and E, with Groups B and C holding a middle ground. 


TABLE 1 


RELATIVE STANDING OF GROUPS OF 
BORROWERS IN SERVICING DEBT 
DECEMBER 31, 1949 


PRINCIPAL AMOUNT 
On Which Debt 














GROUPS OF Bonds Service Paid Second Column as 
COUNTRIES Outstanding in Full Per Cent of First 
(millions of dollars) 

A ohare 1,695.4 1,695.2 99.9 
B . eed 559.3 482.8 81.3 
ced 515.8 120.2 23.3 
D 1,009.7 eeaeaen 0.0 
E 269.8 ear 0. 
—.,......... 45508 2,298.2 56.8 


Table 2, which gives the amounts outstanding of the five groups 
and also takes reported repatriations into account, shows that 
countries in Groups A and B (with a very good or a fairly good 

Note: For sources and footnotes see Appendix I. 


5 Group A includes Canada which was servicing all issues with the exception 
of $154,000 of unassented bonds of the Province of Alberta. 
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record) had bonds outstanding in this country amounting to over 
60 per cent of the total held by American investors. 


TABLE 2 
DISTRIBUTION BY GROUPS OF BORROWERS 
OF FOREIGN DOLLAR BONDS OUTSTANDING 
DECEMBER 31, 1949 
BoNDS OUTSTANDING 




















BoNDsS OUTSTANDING EXCLUDING REPATRIATED 
BonpDs* 
GROUPS OF Millions Millions 

COUNTRIES of Dollars Per Cent of Dollars Per Cent 

A 1,695.4 41.9 1,631.1 47.8 

B 559.3 13.8 498.2 14.6 

Cc . 6158 12.7 503.6 14.8 

ne 24.9 588.1 17.2 

E 269.8 6.7 189.6 5.6 

Total.............. 4,050.0 100.0 3,410.6 100.0 


* The figures on repatriated bonds are preliminary minimum figures and are 
based on incomplete information received by the American trustees from a 
number of debtors, except for Germany (included in Group D) where the 
figures were collected by the Occupation Authorities. Some of the bonds re- 
purchased by German debtors, after having been seized by the Russian mili- 
tary authorities, appear to have been resold by the latter in foreign markets. 
German legislation is in preparation to invalidate these bonds. 


Note: For sources and footnotes see Appendix I. 


8. CLASSIFICATION OF DOLLAR BONDs ISSUED 1920-31 


An even more favorable picture develops if we apply our group- 
ings to the foreign dollar bonds publicly issued in the United 
States in the period 1920 to 1931. This further analysis has been 
made in order to include in our classification certain countries 
which issued bonds publicly during the twenties but have redeemed 
all of them in the meantime. Among the forty-one countries which 
in the twenties floated bond issues aggregating over $9.2 billion 
(see Appendix I, column 1) there are ten countries which to date 
have redeemed all bonds offered publicly during that period. These 
ten countries had issued in 1920-31 bonds aggregating almost $1.6 
billion or about 17 per cent of the total. Seven of them (Argentina, 
Britain, France, Luxembourg, Sweden, Switzerland, and the Neth- 
erlands East Indies) were included in Group A, two (Dominican 
Republic and Haiti) in Group B, and one (Guatemala) in Group C. 
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TABLE 3 


DISTRIBUTION BY GROUPS OF BORROWERS 
OF FOREIGN DOLLAR BONDS ISSUED 1920-1931 


BonpDs ISSUED 




















GROUPS OF Millions of In Per Cent 
COUNTRIES Dollars of Total 
A 5,413.9 58.4 
B 1,339.8 14.5 
C 845.9 3.7 
D 1,885.2 20.3 
E 282.7 3.1 
Total 9,267.5 100.0 





NoTE: For sources and footnotes see Appendix I. 


As can be seen from Table 3 (summarizing Appendix I, column 
1), countries which proved to have a very good or a fairly good 
record (Groups A and B) issued in this country in the twenties 
bonds representing more than 70 per cent of total issues during 
that period. The latter figure compares favorably with that of 
over 60 per cent for Groups A and B computed on the basis of the 
bonds outstanding by the end of 1949. The higher percentage re- 
sults mainly from the fact that most of the countries which in the 
meantime had redeemed all of their issues could be included in 
Group A. 

IV. DEBT ADJUSTMENT PLANS® 


The adoption of a considerable number of debt adjustment plans 
and the resumption of service on the basis of such plans has been 
the most important development in the field of foreign dollar bonds 
since the early thirties. These plans deserve, therefore, a fairly 
detailed discussion. 


1. GENERAL FEATURES OF PLANS 


If a country which is in default decides to correct the default 
situation (whether because its foreign exchange situation has im- 
proved, the political set-up has changed, or the country wants to 
restore its credit position in order to borrow again), it may work 
out a debt adjustment plan which then is submitted to the bond- 
holders for acceptance. The plans are in most cases of a unilateral 
nature; that is, they do not require consent by a certain percentage 
of bondholders in order to become operative. The practical effec- 
tiveness of the plans, however, depends on the bondholders’ willing- 
6 Data for this section are taken from: Foreign Bondholders Protective Coun- 

cil, Annual Reports and Press Releases; Statistical Analysis of Publicly 

Offered Foreign Dollar Bonds, annual bulletins of the Institute of Interna- 


tional Finance; and Moody’s Manual of Investments 1950, Governments and 
Municipals (New York, 1950). 
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ness to co-operate, which in most cases is evidenced by their readi- 
ness to surrender their old bonds in exchange for new ones to be 
issued under the plan. 


Generally the plans provide for cancellation of part of the in- 
terest arrears and for settlement of the remainder through cash 
payment or funding into bonds of a new issue. Most important, 
they provide a permanent settlement of outstanding issues, in most 
cases by exchanging the old bonds for new ones, usually at par, 
with reduced interest and extended maturities. In several cases a 
number of issues (national and others) were merged and con- 
verted into a new uniform national issue (or an issue guaranteed 
by the national government). In some cases the plans provide for 
a graduated scale of interest rates rising, e.g., from 1 per cent in 
the first year to 3 per cent, which rate would prevail during most 
of the new bonds’ life. In some cases (for example, Brazil), the 
bondholders were offered alternative plans; this creates a some- 
what complicated debt pattern because, as a result of the offer, 
there are at least three types of bonds outstanding: those under 
the two plans and the unassented bonds. 


2. THE FOREIGN BONDHOLDERS PROTECTIVE COUNCIL, INC. 


American bondholders are advised on adjustment plans by the 
Foreign Bondholders Protective Council, Inc., an organization 
which was organized in 1933 at the direct request of the United 
States government. The Council’s activities extend to bonds issued 
or guaranteed by foreign governments and their subdivisions, such 
issues representing the bulk of the bonded dollar indebtedness. 
From the time of incorporation to December 31, 1948, the Council 
has taken part in negotiations concerning 370 dollar issues aggre- 
gating approximately $3 billion. The Council advises the foreign 
debtors in working out a debt settlement plan and attempts to 
bring about a mutually satisfactory settlement. When the foreign 
debtor publishes the plan, the Council states its opinion and either 
recommends acceptance or rejection. The Council takes into ac- 
count, of course, the country’s ability to pay and foreign exchange 
outlook, and attempts to assess whether the plan represents the 
maximum that can be secured under the prevailing circumstances. 
Generally speaking, the Council has recommended only plans which 
give fair treatment to interest arrears, provide for an ultimate 
interest rate of 3 per cent or more, and do not reduce the principal 
amount nor discriminate against American bondholders as com- 
pared with others. 
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The Council has recommended plans of Argentina, Brazil, Chile 
(plan of 1948), Colombia (departments and cities), Cuba, the 
Dominican Republic, El Salvador, Haiti, Panama, Uruguay, Czecho- 
slovakia, and Italy. A plan worked out by Bolivia will be recom- 
mended by the Council, but so far the Bolivian Congress has failed 
to complete action on the matter. Not recommended by the Coun- 
cil were plans offered to bondholders by Chile (plan of 1935), 
Colombia (national issues), Costa Rica, Guatemala, Mexico, and 
Peru. If a plan is not recommended, many bondholders may not 
assent and may withhold their bonds from conversion into a new 
issue (or from redemption), hoping for a more favorable settle- 
ment at a future date. The result would be that considerable 
amounts of the old bonds (which are not being serviced) remain 
outstanding. Another settlement may, therefore, become necessary 
at some later date. 


3. ILLUSTRATIONS OF SUCCESSFUL PLANS 


Plans which were recommended by the Council and then carried 
out successfully are of particular interest because they may provide 
the pattern for debt adjustments by countries which to date have 
made offers that could not be recommended, or by others which 
have made little or no effort to resume service and to make an 
adjustment. It has been suggested, for example, that Germany, 
which has a great number of issues (private and public) outstand- 
ing, might at some future date settle its bonded indebtedness by 
merging, as in the case of Brazil and Italy, all her issues into one 
or a few large national issues. 


Italy, which had defaulted on its dollar bond issues early in 
1940, made an adjustment offer in December, 1947, which covered 
virtually her whole bonded dollar indebtedness. More specifically, 
the offer covered the unrepatriated dollar bonds of the Kingdom 
of Italy, the Italian Credit Consortium for Public Works, the 
Italian Public Utility Credit Institute, and thirteen other debtors 
(municipalities, public, and private corporations) ; these bonds ag- 
gregated $93.2 million on which interest to the amount of $38.3 
million had accrued to January 1, 1947. The offer provided for an 
exchange of these issues into new issues of the Italian Republic, 
the Credit Consortium for Public Works, and the Public Utility 
Credit Institute respectively, the bonds of the latter two debtors to 
be guaranteed by the Italian Republic. The new bonds were issued 
for the principal of old bonds in default plus the amount of accrued 
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and unpaid interest through January 1, 1947. All the new bonds 
are due January 1, 1977, and will bear interest as follows: 1 per 
cent for 1947, 1948, and 1949; 2 per cent for 1950 and 1951; and 
3 per cent for 1952 and thereafter. These rates compared with 
original rates of 614 and 7 per cent, respectively. Nevertheless, 
the Council recommended the offer and hailed it as “the first settle- 
ment since the war on defaulted bonds by a former Axis country.” 
As of December 31, 1949, an amount of $69.3 million, equivalent 
to 74 per cent of the $93.2 million of bonds subject to the offer, 
had been surrendered for exchange into the three types of new 
dollar bonds, but the offer is still open. Bondholders who have 
refused to accept the offer and have retained the old bonds have 
been informed that resumption of service on these bonds would 
not be possible for an indefinite period. 


After several temporary adjustment plans had been in force 
between 1934 and 1943, Brazil promulgated in November, 1943, 
a law which provided for a permanent settlement of all national, 
state, and municipal dollar and sterling bonds amounting to an 
equivalent of nearly $840 million. The adjustment plan for the 
United States covered thirty dollar bond issues totaling $285 mil- 
lion. Under the plan the bondholders were given two options: 
Bonds assented under Plan A remained the obligation of the orig- 
inal debtors; there occurred no reduction in the principal, but 
the interest rate was reduced to percentages ranging from 1% 
per cent to 314. per cent on the various issues. Bonds assented 
under Plan B became the obligation of the Brazilian government, 
while the principal was reduced to 50 or 80 per cent of the original 
bonds respectively, this reduced principal to bear interest there- 
after at 334 per cent. As partial compensation for the loss of 
principal the bondholders received, in addition to the higher in- 
terest rate, a cash payment varying from 714 to 17% per cent. 
The option under the latter plan was closed December 31, 1945, 
while that for Plan A is still open. Bonds not submitted in accept- 
ance of either option are considered as Plan A bonds, but are not 
serviced until the bondholders have formally “assented” to that 
plan. As a result of the reduction in principal in connection with 
the acceptance of Plan B and of sinking fund purchases, the total 
Brazilian dollar debt (exclusive of the bonds of the state of Ceara 
which were not included in the plan) had been reduced from $285 
million in November, 1943, to $162 million in December, 1949. 
The latter amount consisted of $76.4 million Plan A bonds, $71.5 
million Plan B bonds, and $14.1 million of unassented bonds. 
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As a result of the settlement the bondholders had to take con- 
siderable losses with respect to principal (in case of option B) and 
of interest (under either option). The original interest rates had 
ranged between 5 and 8 per cent, while the adjustment plan pro- 
vided for interest rates ranging from 1% to 314 per cent under 
option A, and for a rate of 334 per cent under option B. Neverthe- 
less, the Foreign Bondholders Protective Council stated that the 
offer was the maximum which could be secured and, therefore, 
recommended acceptance of the plan. 


A summary of other adjustment plans recommended by the 
Council, as well as of plans which it did not recommend, is given 
in Appendix II. 


V. PRICES AND YIELDS OF FOREIGN DOLLAR BONDS 


The foreign dollar bond market covers the multitudinous issues 
of more than 30 countries, ranking from high grade bonds to 
virtually worthless ones. At the top are the bonds of such coun- 
tries as Australia, Belgium, and Canada, some of which are quoted 
above par, while at the bottom are the bonds of such countries as 
China and Russia, selling at prices as low as 2 per cent. The 
middle ground is held by countries which have made some debt 
adjustment or are expected to make such an adjustment. 


To give a few illustrations:’ In 1949, Canadian 234’s, due 1974, 
sold at between 10014 and 102%% and Dutch 334’s, due 1957, be- 
tween 9214 and 97. But in this high-grade group there were also 
certain issues which sold at relatively low prices during the same 
period. Norwegian 414’s, due 1965, were selling at 8314-9714 and 
Australian 334’s,due 1962, at 8214-937. In a lower, but still rela- 
tively high, group are the bonds of countries which have made 
acceptable debt adjustments. Salvadorean 314’s, due 1976, sold in 
1949 at between 55 and 6114; Brazilian 33%’s, due 1979, at 43-551, ; 
and Italian 1-3’s, due 1977, at 18-4034.§ 


Even much lower prices were quoted for the bonds of countries 
which have made unsatisfactory arrangements. Certain Peruvian 
bonds sold in 1949 at between 1714 and 2234 and certain Mexican 
(assented) bonds at between 814 and 11 per cent. Even lower 
were the bond prices of countries which to date have made little 
or no effort to achieve a debt settlement. Certain German bonds 
* Data from Moody’s Manual of Investments 1950, Governments and Munici- 

pals (New York, 1950). 
* For yields on these issues see Table 4. 
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(Dawes and Young loans) sold in 1949 at 434-10,’ certain Greek 
bonds at 514-1014, and certain Polish bonds at 614-14. At the 
bottom of the list are such countries as Russia, whose bonds sold 
at 2-33,%. 

Prices in the foreign dollar bond market are, of course, in- 
fluenced greatly by political developments and expectations, which 
cause wide and erratic fluctuations. There has been considerable 
speculation in the bonds of certain countries during and after the 
war, and considerable profits have been made (or losses incurred) 
in some issues. Certain bonds of Czechoslovakia, which in 1939 
had an average price of 1214 per cent, rose constantly during the 
war years and went above par in 1946 (on the average to 108 per 
cent) ; in 1949 after a debt adjustment had been made, they were 
selling at between 50 and 60 per cent. Bonds of Estonia, which in 
1942 sold between 614 and 18% per cent, rose to 447-60 in 1945, 
and ranged in 1949 between 10 and 14. Considerable speculation 
in German bonds (Dawes and Young loans) was reported from 
Switzerland, where these bonds rose from 4.5 per cent at the end 
of 1948 to 12 per cent in the spring of 1949, and 17 per cent in 
January 1950, possibly in the expectation that, at least in the long 
run, the resumption of debt service would again become feasible. 

The adoption of successful debt adjustment plans has had, of 
course, a very wholesome effect on the bonds of the countries con- 
cerned. Certain Brazilian bonds, which had sold in 1942 at 181,4- 
3414, rose between 1943 (when the settlement was initiated) and 
1946, when they ranged between 55 and 7614; they weakened again 
thereafter and were selling at the end of 1949 at 5334. Certain 
Italian bonds, which sold in 1947 (the year the adjustment offer 
was made) between 32 and 3614, ranged in 1949 between 281, 
and 6214, and were selling at about 53 per cent by the end of 1949. 

A few illustrations of the price movements of certain foreign 
dollar bonds in the period 1942 through 1949 are given in the 
accompanying chart. 

As indicated by Table 4, bond yields, even on the best bonds, are 
fairly high. Bonds which are in default, including the unassented 
bonds of countries having made debt adjustments, have of course 
no yield.'° 
® These quotations and the quotations of bonds of other (former) Axis coun- 

tries are London quotations. Trading of bonds of these countries (Austria, 

Bulgaria, Germany, Hungary, Italy, Japan, and Rumania) in the United 


States was suspended on December 12, 1941. Since then only the bonds of 
Italy have been readmitted to trading. 


10 Such bonds are traded at a “flat” price including accumulated interest, in 
many cases at great discounts. 
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PRICE RANGE OF SELECTED FOREIGN DOLLAR BONDS* 
1942 THROUGH 1949 AND 1949 CLOSING PRICEST 
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TABLE 4 


PRICES AND YIELDS OF SELECTED FOREIGN NATIONAL GOVERNMENT 
BONDS IN THE NEW YORK MARKET 
DECEMBER 31, 1949 


ISSUES CLOSING PRICE* YIELD (IN %)7 
Original Issues: 
Canada: 2%, due 1974 ae 102% 2.63 
Australia: 33, due 1962 9053 4.38 
Netherlands: 3%, due 1957 : “ 9535 4.46 
Norway: 4%, due 1965... ae 9544 4.67 
Denmark: 44%, due 1962 brea ceeabice 75% 7.53 
Adjustment Bonds: 
Panama: 34, due 1994 _ 93 53 3.53 
Italy: 1-3%, due 1977 , jScnuiens: Ta 987 
El Salvador: 3%, due 1976 e 5812 6.95 
Brazil: 35%, due 1979 P = 54% 6.99 
Chile: 1%-3%, due 1993 ey 26% 7.487 


Source: International Monetary Fund, International Financial Statistics, III, 
No. 1 (Jan. 1950), 26-29. 


When bonds were not traded, the mean of bid and asked prices is given. 


; Yields in per cent per annum are calculated to date of maturity, except for 
Italy and Chile, where current yields are given. Interest on the Italian bonds 
rises from 1 per cent in 1947 to 3 per cent by 1952 and thereafter, and on 
7 nr omy bonds from 1% per cent in 1948 to 3 per cent in 1954 and 
thereafter. 


VI. OUTLOOK FOR FOREIGN DOLLAR BOND 
FINANCING IN THE FIFTIES 


The revival of private foreign dollar bond financing after the 
war has been very slow. In 1952, however, when the ERP is to 
come to a close the ERP nations and other countries, such as 
Canada, which through offshore purchases benefited indirectly 
from the program, will be under greater pressure to tap the 
American capital market. Presupposing fairly stable economic and 
political conditions, a certain, if limited, revival of bond financing 
may take place in the fifties. In many cases direct foreign invest- 
ment will be more suitable than bond financing for carrying out 
the objectives of the President’s Point Four Program. But financ- 
ing through bond issues (and loans) may occur in cases where 
direct investment (because control rests with the lender) is not 
acceptable to the recipient countries or where, as in the case of 
stabilization loans, it is the only suitable way. Certain mistakes 
made in the twenties should be avoided, however, and private bond 
financing may occur in addition for such other projects as are 
considered “productive” or suitable to foreign (as contrasted to 
domestic) financing. 


Regarding potential borrowers, those countries appear most eli- 
gible which did not default on their earlier issues or which, after 
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having defaulted, have made satisfactory debt adjustments. To 
the former group belong chiefly Canada and certain countries in 
western Europe, while the latter contains in the main certain Latin 
American countries. It is interesting to note that the Export- 
Import Bank and the International Bank, which are often con- 
sidered forerunners of and “trailblazers” for private foreign lend- 
ing, have since the war directed the bulk of their funds toward 
these countries. As can be seen from Table 5 (summarizing Ap- 
pendix III), these two institutions authorized in the 414-year 
period ending December, 1949,'' loans aggregating $3.9 billion, of 
which amount $3.1 billion, or 80 per cent, were authorized for 
countries which, under the classification in this paper, are included 
in Groups A and B. Of the remainder of about $800 million about 
one-half was authorized for loans to countries classified in Groups 
C to E and about one-half for loans to countries which did not issue 
bonds in the twenties. This latter group includes such “new” 
countries as Israel, India, and the Philippines. 


TABLE 5 


CREDITS AUTHORIZED BY EXPORT-IMPORT BANK AND 
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT 
JULY, 1945, DECEMBER, 1949 


(amounts in millions of dollars) 





GROUPS OF MILLIONS OF Per CENT 

COUNTRIES DOLLARS OF TOTAL 
A. sisal aha ecb 68.8 
B wires PRSEERE AROS 453.6 11.6 
ie PANEER OREN | 166.5 4.2 
p... Oe Ce Ta 95.3 2.4 
See . ES 129.5 3.3 
Other Countries ORGS. 379.1 9.7 
i cacaacretces teapecteienes hike 3,926.5 100.0 


Note: For sources and footnotes see Appendix III. 


Foreign countries representing least risks were required in the 
twenties to pay rates of 5 and 6 per cent, while greater risks had 
to pay up to 10 and 12 per cent. Since the war, however, agencies 
of the United States government (Treasury, Export-Import Bank, 
and ECA), have charged interest rates ranging between 2 and 
4% per cent, while the International Bank has charged rates 
ranging between 3 and 414 per cent (including a commission of 
1 per cent). As has been seen from Table 4, yields on outstanding 
issues of some countries representing fairly good risks ranged by 
the end of 1949 as high as 7 per cent. If such yields were also 
to be present in the fifties, new bond issues of these same countries 


™ The International Bank began operations in June, 1946, and authorized its 
first loan, that to France, in May, 1947 



























eee eee eee ee ee eee ee 


eee et eee 





234 THE JOURNAL OF FINANCE 


would require equally high yields, while even higher rates would 
be required to attract new capital into countries representing 
poorer risks. Such rates, which are well above those presently 
charged by the United States government and the International 
Bank, might prove a severe handicap to future private bond 
financing. 


The general politico-economic climate and the special situation 
of individual potential borrowers may improve, of course, in the 
fifties; this, in turn, may be reflected in higher bond prices and 
lower yields on outstanding issues and may thus allow for borrow- 
ing at lower rates. In addition, the International Bank and— 
should the guaranty legislation now before Congress be passed— 
the Export-Import Bank as well may guarantee certain issues of 
foreign borrowers who then would be able to secure loans on more 
favorable terms. While the International Bank has made to date 
little use of those guaranty powers,'* they may prove to be instru- 
mental in stimulating future private financing. There is, however, 
the drawback that guaranties issued by the International Bank 
and the Export-Import Bank automatically cut down the funds 
which they are able to mobilize for their own lending. 


APPENDIX I 
CLASSIFICATION ACCORDING TO DEBTORS’ GENERAL PERFORMANCE OF FOREIGN 
DOLLAR BONDS PUBLICLY SUBSCRIBED 1920-1931 AND OUTSTANDING 
BY THE END OF 1949 RESPECTIVELY? 
(amounts in millions of dollars) 








Groups or Bonps Our- _——— Amount on Wuicn 
Countaigs Bonps Issuep STANDING Inte Debt Service (4) ov Pea 
1920-1931 Dec. 31, 1949 in Default? Paid in Full? Czwr or (2) 
Group A 
(1) (2) (3) (4) (5) 

ER cincminnn  es 1,254.9 .23 1,254.7 99.9 
Argentinat__. 741.2 aneenes queue onmumee iainee 
ETI 309.3 13.2 a 13.2 100.0 
0 om 206.6 103.7 —_— 103.76 100.0 
TE 77.0 7.3 einen 7.3 100.0 
France 483.8 main aittiiones waa caine 
Great Britain —..___ 53.4 ae — cnlnsigiate oni 
TS 15.0 5 on 5 100.0 
Luxembourg _.__ 7.6 ean mene ousee aie 
Netherlands.._»_>_»__ 108.5 18.5 ssiltasiiian 18.5 100.0 
ETE 230.2 74.9 onan 74.9 100.0 
Sweden$__.._.._.__ alte 30.0 — ones indian Stiinta 
Switzerland _._._ 87.0 a a aad a? 
Australia___ i 195.9 222.4 ee 222.4 100.6 
Netherlands East | Indies 150.0 siltation eitelaaaes Ansan aidan 

Total Group A_..___. 5,413.9 1,695.4 2 1,695.2 99.9 


121t sold $12 million worth of mortgage notes (received under its loan to four 
Dutch shipping companies) to a group of commercial and mutual savings 
banks. It also sold to a leading life insurance company and a group of 
mutual savings banks $16 million of sinking fund bonds of the Kingdom of 
Belgium received under the Belgian loan. Both transactions were covered by 
the Bank’s unconditional guaranty. 
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Group B 
Brezil 398.9 162.0 14.0 148.0 91.4 
Chile 301.0 129.8 28.2 101.6 18.3 
Cuba 178.2 17.8 8.3 69.5 89.3 
Dominican Republic__.. 18.7 oni ees Pe mkt caine 
El Salvador. aaa 1.5 7.6 38 6.8 89.5 
Haiti 16.0 commas een =a 
= = = 2 2 Ff 
U Satter ee 53.4 43. x ¥ a 
Cnech J kia. 50.0 3.4 1.4 2.0 58.8 
aE nies 297.0 120.0 21.9 98.1 81.8 
Total Group B._... 1,339.8 559.3 76.5 482.8 86.3 
Group C 
a 7” 38.3 59.4 59.4 nen 0.0 
Colombi 193.8 97.0 44.4 52.6 54.2 
OS _ 10.8 8.1 8.1 qnammemn 6.0 
Guatemala... . 7.6 omen wniniaiiie ne outils 
Mexico mame 273.6 238.7 34.9 12.8 
Peru. 95.5 77.7 46.0 $2.7 42.1 
Total Group C...___. 345.9 615.8 396.6 120.2 23.3 
Group D 
Austria. stiodamasig 104.1 36.8 8 cman 0.0 
ae 1,269.6 664.7 664.7 Jenunisipnans 0.0 
Greece. 26.0 26.9 26.9 cumunens 0.0 
Japan 485.5 281.3 281.3 — 0.0 
Total Group D_.._ 1,885.2 1,009.7 1,009.7 ainsi 0.0 
Group E 
ES San 13.5 16.6 16.6 ataiiales 0.0 
Danzig. 3.0 3.4 3.4 ouusemep 0.0 
Si cinsiestinniaetaninniantieaaters 4.0 3.3 3.3 white 0.0 
_ | eee 66.6 48.5 48.5 a 0.0 
Poland. 122.1 39.7 39.7 omnes 0.0 
(eee 9.2 10.9 10.9 <mnianie 0.0 
ion icteednteahiinambianaisies soaiin 75.0 76.0 coniniile 0.0 
Yugoslavia _—_______ 3 65.9 65.9 onimupes 0.0 
China cntiinin 6.511 6.51 onmeane 0.0 
Total Group E.__._.__. 282.7 269.8 269.8 ntiaitis 
Grand Total. 9,267.5 4,050.0 1,751.8 2,298.2 56.8 


Note: Data do not add up because of rounding. 


Basic Souaces: 
Column 1: Madden, Nadler, and Sauvain, America’s Experience as a Creditor Nation, (New York, 
1937), pp. 76-77, supplemented by data from U.S. Department of Commerce, Handbook of American 
Underwriting of Foreign Securities, (Washington, 1930). 
Columns 2 to 4: Statistical Analysis of Publicly Offered Foreign Dollar Bonds, Institute of Inter- 
national Finance Bulletin, 1950. 


FOOTNOTES TO APPENDIX I 


1 The issues given in column 2 do not always correspond to those in column 1. Certain bonds had been 
issued prior to 1920, others floated since 1931, while still others had been redeemed by 1949. 

2 Where permanent readjustment bonds have been accepted in exchange for defaulted bonds, such bonds 

are no longer classified as in default; unassented bonds are consi as in default. 

Representing $154,000 (rounded to $200,000) of unassented bonds of the Province of Alberta. 

Argentina: Defaults occurred on various provincial and municipal issues, but the National Government 

did not default on its issues, representing the bulk of Argentina's bonded dollar indebtedness. All issues 

had been retired by the end of 1946. 

Belgium: Sinking fund remittances were suspended during 1943-45, but were resumed in 1946 when all 

arrears were paid up. 

Denmark: In 1942 sinking fund payments on all issues were suspended and had not been resumed by 

the end of 1949. Interest on all issues continued to be paid. One national issue (6 per cent loan of 

1922), which fell due in 1942, was not paid at maturity. Su wently part of the outstanding amount 

was drawn for redemption in December, 1947; another part was drawn for redemption in March, 1950. 

Finland: All sinking fund and interest payments were postponed, as recommended by the United States 

government, from June, 1940, to June, 1943, when payments were resumed. 

Sweden: Not included are $90 million of corporate bonds of the International Match Corporation and 

the Krueger and Toll Company, both of which are in liquidation. The issues have been in default since 

1932. 
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9% Bolivia: An adjustment plan, which will be recommended by the Foreign Bondholders Protective Council, 
had not yet been authorized by the Bolivian Congress. 


10 Costa Rica: Although a temporary offer was made in 1939, no permanent settlement has been negotiated 
to date, and the country has been in default since November, 1941. 


11 China: Includes $1 million of non-interest bearing scrip. 
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APPENDIX II 
SUMMARY OF DEBT ADJUSTMENT PLANS? 
(a) Plans Recommended by the Foreign Bondholders Protective Council: 


In addition to the adjustment plans of Brazil and Italy described in the text, 
the Council recommended the plans of a number of countries. In the case of 
Cuba, the Dominican Republic, El] Salvador, Haiti, Uruguay, and Czechoslo- 
vakia bondholders holding over 90 per cent of the amounts subject to the respec- 
tive offers assented to these plans. 


Chile, which in 19385 had made a debt settlement offer considered unsatis- 
factory, announced in March, 1948, an arrangement, recommended by the 
Council, under which the bonds of the Chilean Republic and of four other 
ublic debtors were exchanged for bonds of the Republic due January 1, 1994. 
The interest is graduated, rising from 1% to 3 per cent. By the end of 1949 
bonds ~, $96.8 million out of the $131.3 million subject to the offer had 
assented. 


In May, 1947, a plan was announced covering eleven issues of Colombian 
departments and cities. Bondholders would be offered exchange of their bonds 
(with interest rates ranginz from 6% to 7% per cent) into 3 per cent bonds 
due July, 1978, of the original obligors but guaranteed by the Colombian gov- 
ernment. The interest arrears of 15 to 15% years would be settled by funding 
into the same 3 per cent bonds. In contrast to the conversion offers made for 
the national issues, the Council recommended this offer to the American bond- 
holders as fair and reasonable. By the end of 1949 bonds of $10.7 million out 
of the $34.0 million subject to the offer, or 31 per cent, had already assented 
to the offer, which had become effective one month earlier. 


Cuba, which has maintained full service on most of its bonds, submitted in 
1938 the holders of the 5% per cent Cuba Public Work bonds (a government 
issue) exchange into 4% per cent bonds of the Republic due June 30, 1977. 
In settlement of interest arrears, a new $100 bond was issued for each $1,000 
bond of old issue.* 


Regular sinking fund payments on the two national issues of the Dominican 
Republic were partly suspended in 1932-33, while interest (5% per cent) con- 
tinued to be paid. Under the readjustment plan of 1934 amortization was 
resumed, with the maturity of the issue due 1942 extended to 1961 and that of 
—- due 1940 to 1969. Both issues were retired, however, in the fall of 
1947. 


In June, 1946, the government of El Salvador announced an adjustment 
plan, which was recommended by the Council, covering the two issues of the 
government, on which no interest has been paid for the past eight years. The 
interest rates of 8 and 7 per cent, respectively, were cut in half, and the matur- 
ities extended to January 1976. The interest arrears were settled through 
issue of new 3 per cent bonds and a part cash payment. 


Haiti, which had made only irregular sinking fund payments on its two 
national issues since 1938, offered in 1947 the bondholders of the two issues 
either redemption or conversion into one internal issue. The Council congratu- 
lated the country for its offer to pay in full the principal amounts five and six 
years before their respective maturity dates, but made no recommendation as 
to the exchange offer, which was accepted by certain bondholders. 


After a temporary adjustment plan had been in force from 1933 to 1935 
for the 5 per cent “A” bonds of the Republic of Panama, the bondholders were 
offered in 1940 exchange of their bonds for new 3% per cent bonds due Decem- 
ber 1, 1994, with the proviso that the interest rate might rise in any one year 
to 34% per cent, depending on the development of the revenues earmarked for 
the service. Interest arrears were to be paid in cash at reduced rates. 


1 Source: Foreign Bondholders Protective Council, Press Releases and Annual Reports. 
2 An amount of $6 million was retired after the offer had been announced. 


3 In the same year a settlement was made concerning the bonds of four Cuban railway companies, 
roviding for annual interest payments at 1 per cent, and in certain cases for reduced principal amounts. 
is settlement was not negotiated (and not recommended) by the Council. 
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Uruguay, which in the years 1933 to 1937 had paid on its three govern- 
mental issues (with interest rates of 5, 6, and 8 per cent) a flat interest rate of 
3% per cent, offered in 1937 the bondholders of the three series new bonds with 
interest rates on a graduated scale (rising in one case up to 4% per cent) and 
with extended maturities. 


The government of Czechoslovakia, on whose 8 per cent dollar bonds no 
interest had been paid since October, 1939, made in September, 1946, a debt 
settlement offer, which lowered the interest rate from 8 to 6 per cent and 
extended the maturities to October, 1960. Interest arrears were to be paid back 
in full over a period of about nine years. Similar plans were adopted for the 
issues of the Greater City of Prague and the City of Carlsbad. 


A special case is Bolivia, whose four governmental issues have not been 
serviced for more than nineteen years and are still in complete default. A debt 
adjustment plan for the four issues published in June, 1948, which was to 
become effective January 1, 1949, has not yet been authorized by the Bolivian 
Congress. The plan, which will be recommended by the Council when submitted 
to the bondholders, cancels more than 90 per cent of the interest arrears, every 
bondholder receiving in settlement of the arrears a new $100 bond per every 
$1,000 of defaulted bonds. The four original series of bonds, which bear interest 
of between 6 and 8 per cent, are converted into a uniform issue with no spe- 
cified due date and interest rates on a graduated scale beginning with 1 per 
cent and ending with 3 per cent. 


(b) Plans Not Recommended by the Foreign Bondholders Protective Council: 


In 1941 the Republic of Colombia offered new 3 per cent bonds, due October, 
1970, for the two 6 per cent national issues in default. These same bonds were 
offered in 1942 for the adjustment of the government-guaranteed 6 and 7 per 
cent bonds of the Agricultural Mortgage Bank and the non-guaranteed 6% 
and 7 per cent bonds of three other credit institutions (Bank of Colombia, 
Mortgage Bank of Colombia, and Mortgage Bank of Bogota). In 1944 the 
same bonds were offered in exchange for Bogota 6% and 8 per cent bonds. The 
various conversion offers differed with respect to the amount of new bonds 
given for the old bonds and the extent interest arrears were recognized through 
funding into the new 3 per cent bonds. The Council was unable to recommend 
any of the offers, particularly on the ground that the treatment of interest 
arrears was not fair. In case of the unguaranteed bank issues, for example, 
the offer represented a cut of at least 25 per cent of the bondholder’s principal 
and the surrender gratis of 10 to 10% years back interest; and in case of the 
City of Bogota issues, interest arrears for thirteen years were cancelled. 


In March, 1939, Costa Rica made the holders of its five national dollar 
bond issues an offer concerning the settlement of interest payments over a 
ge of a little more than five years. The Republic offered to purchase the 
ack due coupons (1936 through 1938) at % of 1 per cent per annum on the 
face of the bonds (whose original interest rates were ranging between 5 and 
7% per cent), and to purchase the interest coupons falling due from 1939 
through 1941 for 30 per cent of the contractual interest service. The Council 
considered the offer unjustifiably low and did not recommend the offer as fair 
and equitable. Costa Rica, when making the offer, promised to negotiate prior 
to March, 1942, for a permanent settlement with the Council, but thus far no 
new arrangement appears to have been negotiated, and the country has been 
in default since November, 1941. 


For one of its two publicly offered issues (Los Altos Railroads) Guatemala 
made an adjustment offer in 1936, which the Council did not recommend. The 
new bonds issued under the offer were all called early in 1950. 


Mexico, which had defaulted on its national debt in July, 1914, and in the 
twenties and early thirties had made several temporary arrangements limited 
to interest payments, agreed in 1942 with the Committee of International 
Bankers on Mexico on a comprehensive plan concerning the adjustment of its 
whole direct external public debt. The plan, which became effective in March, 
1943, covered a total of fifteen issues with outstanding amounts equivalent to 
$230.6 million. The plan authorized the Mexican government to retire, begin- 
ning in 1943, its whole direct external public debt over a period of 20 to 26 
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years, after having scaled down each issue by about 80 per cent by converting 
the dollar (and pound) face values into pesos at the rate of one peso for one 
dollar.t The plan, moreover, provided for the resumption, beginning in 1943, 
of interest payments on a scale of rates varying according to the seniority of 
the different issues. While the original interest rates had ranged between 
about 3 and 6 per cent, the new rates were scaled down to between .04 and 1.42 
per cent. Interest arrears would be settled in cash at extremely low rates 
(1 per cent, 2/10 of 1 per cent, and 1/10 of 1 per cent of the interest obliga- 
tions). All payments on the bonds would be made, at the option of the holders, 
in pesos or in dollars at a fixed rate of exchange ($1.00 for 4.85 pesos). The 
plan was criticized by the Council, which did not participate in its negotiation. 


The Mexican Government, which nationalized the railroad system in 1937, 
published in April, 1948, an offer (also based on an agreement between the 
government and the International Committee of Bankers) to the holders of 
bonds of the Mexican National Railways System. The offer, which covers 
twenty-one issues aggregating approximately 233 million dollars of the for- 
merly private corporations, included two options. Under Plan A the outstand- 
ing bonds would be retired in approximately twenty-nine years after having 
been scaled down by 80 per cent in the same manner as in the adjustment plan 
for the direct external public debt. Interest would be paid at an average rate 
of approximately 4.35 per cent on the reduced principal. Under Plan B the 
bondholders would waive interest from January 1, 1946, onward. But the same 
amount of money as is applied under Plan A would be used to retire all bonds 
until 1974 at redemption prices rising from a price of about 21 per cent in 
1946 to an ultimate price of 100 per cent in 1974. Interest in arrears would 
be paid under either plan at the low rates provided for in the readjustment 
plan for the direct external public debt. The plan was severely criticized by 
the Corporation of Foreign Bondholders, the British equivalent to our Foreign 
Bondholders Protective Council. Under an amendment of November 24, 1949, 
interest and sinking fund instalments (under Plan A) and sinking fund instal- 
ments (under Plan B) from 1946 to 1949, together with interest and sinking 
fund obligations for the four years 1950 through 1953, would be paid during 
the 1950-53 period, i.e., two years’ service would be provided, during each of 
the four years. The offer was declared effective as of March 2, 1950. 


In June, 1947, the Republic of Peru offered the bondholders of three national 
issues and of one issue of the Province of Callao (totaling $76.5 million) 
exchange of their bonds into new bonds of the Republic. The old bonds, which 
had interest rates of between 6 and 7% per cent, were to be converted into new 
fifty-year bonds with graduated interest rates rising from 1 to 2% per cent. 
The plan called for complete cancellation of fifteen and one-half to more than 
sixteen years of interest arrears. The Foreign Bondholders Protective Council 
recommended against acceptance of the offer, maintaining that the complete 
cancellation of the arrears was arbitrary and unjust and that the ultimate 
interest rate of 2% per cent was lower than the Council had ever agreed to 
recommend for foreign national issues. 































¢ The actual exchange rate was 4.85 pesos to the dollar. 
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APPENDIX III 


CREDITS AUTHORIZED BY ExporT-IMPOoRT BANK AND INTERNATIONAL BANK 
FOR RECONSTRUCTION AND DEVELOPMENT* 
July 1945 - December 1949? 


(in millions of dollars) 

















































































































GROUPS OF EXxPort-IMPORT INTERNA- Botu 
COUNTRIES BANK TIONAL BANK INSTITUTIONS 
Group A 
a  - ee eas 310.7 
} I esicecesstteeromincesnaiins 2 dienes 2 
Belgium 132.0* 16.0 148.0 
t Denmark 20.0 40.0 60.0 
' Finland 100.1 14.8 114.9 
} France 1,200.0* 250.0 1,450.0 
' Great Britain 22.5 siete 22.5 
; Luxembourg.................---- 11.8 11.8 \ 
' Netherlands .- 209.94 222.0 431.9 
Norway oo -—t—“iéité‘t«*«S 50.3 f 
} I eS ne 2.2 
F Netherlands East Indies... 100.0 0 ©2000 esenenun 100.0 
i Total Group Aa ecccccnen--- 2,147.9 554.6 2,702.5 
; Group B 
Brazil 88.5 75.0 163.5: 
Chile 99.2 16.0 115.2 
EEE Ta: 12.5 12.5 
; | TE ae — #8 jigs 4.0 
i Panama 2.0 és 2.0 
; Uruguay. on si a 
) Czechoslovakian. a ccseeescseeooeeeseee 22.0 aw 22.0 
Italy ee 06060—té~*C 134.3 
Total Group B...__........... 350.1 103.5 453.6 
Ome Cc 
Bolivia 19.3 ehdieaauaian 19.3 
Colombia. 18.6 5.0 23.6 
ee a RRR PERNT 89.0 $4.1 123.1 
) Peru oi 7  00—~«C 5 
ee eee Fee 127.4 89.1 166.5 
Group D 
Austria. _ 14.3 slaitbian 14.3 
RIN cxscichactustoemeuantinacie — &#£& ities 4.6 
Greece | 25.0 
Japan = 51.4 exeiamael 51.4 
Total Group Din ccccscennss. 95.3 eu 95.8 
Group E 
Poland ; - 40.05 cea 40.0 
Yugoslavia. > 20.0° 2.7 22.7 
= eee 66.88 peers 66.8 
po eee 126.8 2.7 129.5 
Countries other than in Groups A-E 
Latin America | i 91.3 
i Europe a ita 38.4 
Asia . 191.3% 44.0% 235.3 
Africa 14.11% éiitiaiaiaa 14.1 








Total other countries... 335.1 44.0 379.1 
Total All Groups —- 8,183.6 743.9 3,926.5 
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Sources: Export-Import Bank of Washington, Semiannual Reports to Con- 


gress; International Monetary Fund, International Financial Statistics, III, 
No. 1 (January, 1950). 
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FOOTNOTES TO APPENDIX III 


Credits authorized represent gross authorizations during the period given before deductions, cancellations, 
expirations, and disbursements. 

The International Bank began operations in June, 1946, and authorized its first loan, that to France, 
in May, 1947. 
Includes an Export-Import Bank authorization of $300 million in 1947, of which $140 million was repaid 
in 1948 from the proceeds of a bond issue placed with American insurance companies, while the remainder 
of $160 million was canceled. 

Including a certain amount of “‘lend-lease credits." Such credits were granted in September, 1945, to 
Belgium ($55 million), France ($550 million), and the Netherlands ($50 million) to finance the pur- 
chase of products and services for which requisitions had been filed and approved but not contracted for 
before VJ-day under the provisions of the Lend Lease Act. 

Authorized in April, 1946. 

Authorized in September, 1949. An additional credit of $20 million was authorized in March, 1950. 
Authorized in October, 1949. 

Composed of six credits authorized during the first half of 1946. 

Includes authorizations for Ecuador ($11.8 million), Venezuela ($10.5), and Latin American hotel 
companies ($69 million). 

Represents remainder of a $100 million cotton credit for European countries (set up in October, 1945), 
which had not yet been allotted to individual countries by the end of 1949. 

Includes authorizations for Afghanistan ($21 million), Israel ($100 million), Philippines ($250,000), 
Saudi Arabia ($34 million), and Turkey ($36 million). 

Represents two loans to India authorized in August and September, 1949. 

Includes authorizations for Egypt ($7.1 million), Ethiopia ($3 million), and Liberia ($4 million). 
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THE FEDERAL MUNICIPAL BANKRUPTCY ACT 


HENRY W. LEHMANN j 
Henslee, Monek and Murray, Chicago, Ill. 


THE ORIGINAL ACT 


The original federal Municipal Bankruptcy Act* was passed in 
1934 to provide an orderly procedure of debt adjustment for de- 
faulting municipalities and local government units. 


During the 1920’s, local government units had borrowed exten- 
sively and often improvidently in order to finance improvements, 
particularly in connection with real estate developments. Be- 
ginning with the collapse of the Florida boom in 1926, there oc- 
curred an ever increasing number of municipal defaults. The de- 
} pression had greatly reduced real estate values and in 1930 and 
thereafter caused serious shrinkages in revenues from general 
property taxes which constitute the principal source of income for 
most local governmental units. Faced with serious declines in 
revenue, many units were unable to meet the extensive obligations 
which they had incurred during the prosperous 1920’s. Estimated 
municipal bond defaults rapidly jumped from 678 in November, 
1932, to 1,729 by January 1, 1934.2 As of March 1, 1934, thirty- 
) seven municipalities or 11.93 per cent of those in the class with a 
: population of more than 30,000 were in default. Defaults by 
municipalities had become a national problem. 








The plight of both the defaulting municipalities and their credi- 

tors was made worse by the lack of any orderly legal procedure to 

} effect readjustments of the debts. When a municipality was in 
default and unable to meet its obligation, it was necessary to obtain 
the consent of 100 per cent of its creditors to adjust and refund 
the debt. No law, either state or federal, existed to compel a 
creditor to agree to any plan of refinancing or readjustment even 
if the debtor and the overwhelming majority of the creditors had 
agreed to a plan. The Constitution,‘ it was believed,® precluded 
state legislation compelling minority creditors to accept agreements 
approved by a majority of creditors. Such legislation, as applied 


1 49 Stat. 798 (May 24, 1934). 

2 A. M. Hillhouse, Municipal Bonds, A Century of Experience (1936), p. 19. 

3 Ibid., p. 22. r 

* U. S. Constitution, Article I, Section 10. 

5 See, for example, both the majority and dissenting opinion in Ashton v. 
Cameron County Water Improvement District No. 1, 298 U. S. 513 (1936). 
Subsequently the Supreme Court substantially modified this doctrine in 
Faitoute Iron & Steel Co. v. City of Asbury Park, 316 U. S. 502 (1941). See 

infra at pp. 245-48. 
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to existent debts, was deemed an unconstitutional impairment of 
the obligation of contracts. And in the case of subsequently in- 
curred debts, composition or bankruptcy legislation was not able 
to reach non-resident creditors who avoided participation in pro- 
ceedings arising under such legislation.’ Nor had the federal 
bankruptcy power ever been applied to municipalities and local 
government units. The only previous mention of municipalities 
in federal bankruptcy legislation was in the Amendments of 1910* 
which had expressly excluded municipal corporations from the 
bankruptcy procedures set up by federal law. 


The absence of any power to compel the acceptance of adjust- 
ment or refunding plans by minority bondholders, as a practical 
matter, made debt adjustments difficult. It was almost impossible 
to obtain the consent of all creditors to any plan. The lack of any 
legal power of compulsion encouraged the practice by individuals 
or groups of buying up the depreciated bonds of a defaulting com- 
munity and attempting by the veto of any plan of debt adjustment 
to realize substantial profits.® 


Under the law, moreover, any holder of the bonds of a defaulting 
community or taxing unit had the right to mandamus the unit to 
levy taxes for the purpose of paying the debt in full owing to that 
creditor. Such mandamus proceedings were, and are, decided with- 
out reference to the rights of the other bondholders or to the debt 
problem in its entirety. They merely determine the rights between 
the plaintiff creditor and the debtor. Such suits tended to depress 
property values in the community and to cause further shrinkage 
in its revenues. A municipal default often then led to a long series 
of acrimonious lawsuits injurious to the community and unpro- 
ductive in furnishing funds to pay off the creditors. 


The primary purpose of the 1934 Act was to take from minority 
creditors of a defaulting municipality or other local governmental 
unit their power to obstruct orderly debt readjustment. The nub 
of the statute was the compulsion which it placed upon the minor- 
ity creditors of a defaulting community to accept, under certain 
legal safeguards, an adjustment agreement arrived at by the debtor 
and a majority of the creditors, subject to the approval of the 


* This doctrine originated in the famous case of Sturges v. Crowninshield, 4 
Wheat. 122 (U. S. 1819). 


™ Ogden v. Saunders, 12 Wheat. 213 (U. S. 1827). 
* 36 Stat. 838, Sec. 4 (a), (b), (1910), 11 U.S.C., See. 22 (a), (b), (1948). 


* The difficulty in locating all bondholders also constituted a serious hindrance 
to obtaining the consent of all creditors. 
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federal court. Although in form an amendment to the federal bank- 
ruptecy act and popularly known as the Municipal Bankruptcy Act, 
the statute did not provide machinery for adjudging a defaulting 
debtor falling within its provisions bankrupt, for liquidating assets, 
and prorating them among creditors. 


The machinery set up by the Act was simple. There was no 
compulsion upon any municipality or other local unit to use the 
Act. Any municipality or other political subdivision might file a 
petition with the federal district court stating that it was in- 
solvent or unable to meet its maturing indebtedness, and that it 
desired to effect a readjustment of its debts. A plan of readjust- 
ment already assented to by holders of at least 51 per cent in 
amount of the indebtedness affected by the plan (30 per cent in 
the case of drainage, irrigation, reclamation, or levee districts) 
had to accompany the petition. A substantial period, then, of 
negotiation with creditors and the formulation of a plan preceded 
the filing of a petition. It was also necessary to submit with the 
petition a list of the names and addresses of all known creditors 
with a description of their claims upon the debtor. Creditors hold- 
ing 5 per cent in amount of the claims had the right to controvert 
the allegations of the petition within ninety days after the court 
published its first notice of hearing on the petition. The statutory 
requirements as to the plan were very general. It might modify or 
alter the rights of creditors either through the issuance of new 
securities “of any character or otherwise.’° It could contain such 
other provisions not inconsistent with the Act, “‘as the parties may 
desire.”'' The language permitted an extension of due dates and 
a reduction in both principal and interest. The court was author- 
ized to dismiss the petition if the allegations were not sustained. 


If the petition was approved, all lawsuits and mandamus pro- 
ceedings were stayed. The provision was most important in pre- 
venting, during the proceedings under the Act, the establishment 
of any preference among creditors. Were it possible for a creditor 
to obtain a mandamus order to levy taxes to be applied to the pay- 
ment of his own debt, the entire procedure would in effect be a 
nullity. The court also had authority to order all creditors to 
appear and file their sworn claims before a certain date. It could 
require the petitioning unit to open its books and records to the 
inspection of any creditor. It could refer specified issues to a 
special master. On the day of hearing, all parties were heard as 


% Sec. 80 (6) (1). 
™ Sec. 80 (b) (2). 
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to the merits of the proposed adjustment plan, and the Act spe- 
cifically provided that any creditor was to be heard on the question 
of the proposed confirmation of the plan. 


Prior to confirmation, the readjustment plan had to be accepted 
in writing by creditors holding two-thirds in amount of the claims 
of each class and three-fourths in amount of all claims affected by 
the plan. The judge had to be satisfied that the plan was fair, 
equitable, and to the best interest of the creditors, that it did not 
discriminate against any class of creditors, that the offer of the 
plan and its acceptance were in good faith, and that the munici- 
pality or other unit was authorized to take the action necessary 
to carry out the plan if confirmed. It was necessary for the 
municipality or local unit to file written acceptance of the plan 
before the court could confirm the plan. Confirmation made the 
plan binding upon the municipality and all its creditors, including 
those opposed to the plan and those who had failed to file their 
claims in the proceeding. If the plan was confirmed by the court, 
it discharged the municipality from all liabilities dealt with in the 
plan except as provided therein. Entry of the decree of confirma- 
tion ended the court’s jurisdiction over the petitioning unit. Pur- 
suant to its terms, as amended,'* the Act was to expire on January 
1, 1940. 


The Act also contained several provisions designed to safeguard 
it from attacks of unconstitutionality, based upon the argument 
that it interfered with and infringed upon the sovereignty of the 
states. As already indicated, the procedure of the Act could be 
initiated only by the debtor unit. Moreover, when required by 
state law, the petition of the local unit had to be accompanied by 
the written approval of the state, and no plan of readjustment was 
to “be put into temporary effect or finally confirmed without the 
written approval” of the state.* Finally, prior to confirmation of 
the plan, the judge had to satisfy himself that the petitioning unit 
was authorized by the law of the state to take such action as might 
be necessary to carry out the plan. 


The federal court’s role was limited. As previously stated, the 
loca] unit did not approach the court until it had formulated a plan 
and through negotiation obtained the approval of 51 per cent or 
more of the creditors. The court’s function then did not begin 
unti] late in the readjustment negotiation. Nor did the court 


2 49 Stat. 1198 (April 10, 1936). 
13 Sec. 80 (ke). 
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administer the plan at any stage as a receiver. Its function was 
confined to determining whether the plan met the statutory re- 
quirements. 


In May, 1936, the Supreme Court of the United States passed 
upon the validity of the Act. In the case of Ashton v. Cameron 
County Water Improvement District No. 1,'* the court by a five- 
to-four decision held the Act unconstitutional as an interference 
with the sovereign powers of the state. Mr. Justice McReynolds, 
speaking for the majority, stressed that the statute applied to 
political subdivisions of the state whose “fiscal affairs are those of 
the State, not subject to control or interference by the National 
Government, unless the right to do so is definitely accorded by the 
Federal Constitution.” The opinion failed to find sanction for such 
interference in the Constitution and deemed the interference in- 
compatible with the state sovereignty. As a further ground of 
unconstitutionality, the majority took the view that the Act au- 
thorized the states to impair through their own laws the obliga- 
tions of existing contracts. Mr. Justice Cardozo, speaking for the 
minority, found, inter alia, that there was no encroachment upon 
state sovereignty since the filing of the petition was voluntary 
and since other safeguards to state sovereignty were provided in 
the statute. 

THE ACT OF 1937 


The original Municipal Bankruptcy Act had been in effect only 
two years at the time that it was declared unconstitutional. The 
majority of the eighty-nine petitions filed under the old Act were 
still pending when that Act was declared unconstitutional.'® There 
were still widespread defaults among local government units.’* In 
view of these circumstances, Congress in 1937 passed a second 
Municipal Bankruptcy Act," to permit debt composition between 
defaulting communities and their creditors. 


The purposes of the 1937 Act were identical with those of the 
earlier statute. The primary aim of the new Act was to force 
recalcitrant creditors in line when a satisfactory and equitable 
agreement between the debtor and a majority of its creditors had 
been reached. The provisions and machinery of the 1937 Act 
4298 U.S. 513 (1936). 

% Hillhouse, op. cit., p. 390. 


© Thus, “Municipal Bond Sales” records, as of April 12, 1987, 1,807 municipal 
defaults, exclusive of defaults of special assessment obligations. Municipal 
Bond Sales (1936), p. 6. 


"50 Stat. 653, (August 16, 1987), 11 U.S.C. Secs. 401-4 (1946). 
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were essentially similar to those of the previous legislation. Such 
changes as the new statute contained were for the most part 
designed to meet the objections which the Supreme Court had 
raised in the Ashton opinion. 


The 1937 Act differs from its predecessor in the following par- 
ticulars : 


1. The original Act had applied only to political subdivisions of 
the states and had generally described all eligible units as political 
subdivisions. The Ashton opinion had stressed the old <Act’s 
applicability to political subdivisions as a significant factor in its 
decision. Accordingly, the 1937 statute does not mention political 
subdivisions, but divides all eligible units into six classifications 
such as drainage, public school, and sanitary districts.‘* Only one 
of these classifications, that of “any city, town, village, borough, 
township, or other municipality,” necessarily falls into the cate- 
gory of a political subdivision. The other five might well not be 
construed to be political subdivisions. In this way such eligible 
units might avail themselves of the Act despite the Ashton case. 
Moreover, if one of the classifications was declared to be uncon- 
stitutional, the separability clause contained in the section might 
preserve the Act’s effectiveness as to the others. 


2. The new Act as passed in 1937 omitted the county from the 
list of eligible units. This was in line with the previous differen- 
tiation. For the county is the local unit which is beyond question 
part of the sovereign government of the state. The county provides 
the state with a jury, with a sheriff for the purposes of law en- 
forcement, and with a clerk of the court. The county’s tax collector 
in most states collects the state’s tax for it. The Act then omitted 
from its application that local governmental unit which is most 
clearly a political subdivision of the state. 


3. The old Act had provided for a “plan of readjustment” but 
the 1937 Act speaks of “composition,” thereby stressing the volun- 
tary or consent aspect of the law. A composition means an agree- 
ment voluntarily entered into by the debtor and a majority of 
the creditors for the purpose of securing the pro rata payment 
of the creditors of such assets of the debtor as may be available. 
The composition procedure as conceived by the courts leaves the 
debtor in full possession of his property during the proceedings. 
The aim in the change of terminology was to escape from the idea 


8 Sec. 401 (d) (1) to (6). 
18 Sec. 401 (d) (6). 
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of “interference” which the Ashton case had stressed as the basis 
for its holding that the old Act was unconstitutional. The emphasis 
then was on the voluntary character of the proceeding. 


4. The new Act requires that the composition, when filed with 
the petition, be accompanied by the acceptance of holders of 51 
per cent of the creditors instead of the 30 or 51 per cent required, 
depending on the type of eligible unit involved, in the earlier 
legislation. This majority requirement might also tend to stress 
the voluntary character of the entire proceeding. The earlier 
legislation, with respect to its requirement of 30 per cent in the 
case of certain type of units for acceptance of the plan, in effect, 
gave that minority an effective advantage over the rest of the 
creditors constituting a majority. For upon the filing of the 
petition, the plan and acceptance, the court had to stay all man- 
damus proceedings against the debtor unit. Thus less than a third 
of the creditors under the old Act could stay all proceedings 
against 70 per cent of the creditors. 


The new Act, however, contains another change which might 
have made it more vulnerable to the doctrine of the Ashton case 
in this respect than the unconstitutional statute. It omits that 
provision of the 1934 statute?° which conditioned the acceptance 
by the federal court of a local unit’s petition upon approval of the 
appropriate state agency, where the state had exercised its power 
to require such supervision and approval. 


The explanation of these differences, however, should not becloud 
the fact that both statutes were essentially alike in theory and 
form. Both the new Act and the old one provided the same pro- 
cedure in aid of defaulting communities. Both statutes were aimed 
to remedy the difficulties caused by the non-co-operating minority 
creditors. In both statutes the procedure was invoked only at the 
initiation of the defaulting debtor. The substitution, moreover, 
of the word “composition” for “readjustment” was a change in 
terminology rather than of substance. And finally, both statutes 
were applicable to essentially the same local government units, 
with the exception of the county, which was omitted in the present 


Act.21 


The Supreme Court, however, utilized the changes in the new 
act in upholding its constitutionality. In the case of United States 


* Sec. 80 (k). 
21 Until added by amendment in 1940, as discussed hereinafter. 
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v. Bekins et al.,2* decided April 25, 1938, Chief Justice Hughes, 
speaking for the majority, stressed the differentiation between 
the two acts and found that “the statute is carefully drawn so as 
not to impinge upon the sovereignty of the state.” The opinion 
did not expressly overrule the Ashton case, but pointed out that 
in passing the new law Congress had been especially solicitous to 
meet the objections raised against the 1934 Act that it subjected 
the political subdivisions of the state to interference with respect 
to their fiscal affairs. Mr. Justice McReynolds joined by Mr. 
Justice Butler dissented, on the ground that the Ashton case re- 
quired the holding that the present Act was unconstitutional. 


Despite the court’s generalized differentiation, however, between 
the two statutes, the Ashton and Bekin cases are basically not 
reconcilable. As previously indicated, there were no essential 
differences between the two laws. And it is even arguable that the 
earlier law presented a stronger case for constitutionality than the 
1937 law because of its provision requiring the approval of the 
petition by a governmental agency of the state whenever such 
approval was necessary pursuant to state law.** The change in 
the Supreme Court offers the basic explanation for the Bekin case. 
The “court-packing” plan had intervened between the two cases. 
Justices Sutherland and Van Devanter, who constituted part of the 
majority on the Ashton case, had retired. They were replaced by 
Justices Black and Reed, who constituted part of the majority in 
the Bekin case.** In any event, the Bekin case laid to rest all doubts 
as to the constitutional validity of the municipal bankruptcy leg- 
islation. 


AMENDMENTS TO THE ACT 


During the life of the Act it has been subjected to a series of 
amendments which have strengthened it, and, to some degree, 
extended its application. A decision of the Fifth Circuit in the 
case, In re City of West Palm Beach,” occasioned the first of the 
amendments passed by Congress.”* In that case a majority of the 
creditors had, before the petition was filed, voluntarily accepted re- 


22 304 U.S. 27 (1938). 

23 Too much weight, however, should not be given to this argument in view of 
the provision in the 1937 law that as a condition of approval of confirmation 
of a plan of composition, it must appear that the petitioner “is authorized by 
law to take all action necessary to be taken by it to carry out the plan.” 
11 U.S.C., Sec. 403 (e) (1948). 

%* Mr. Justice Roberts voted with the majority in both cases. 

7°96 F.2d 85 (April 14, 1948). 

2652 Stat. 939, (June 22, 1938), 11 U.S.C. Sec. 403 (j) (1946). 
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funding bonds of the debtor city in exchange for their old securi- 
ties. The court held that under the Act those accepting the new 
bonds could not be considered as part of the required percentage 
of bondholders consenting to the plan of composition. Congress 
amended the Act by permitting the inclusion of new refunding 
bonds already exchanged under the plan of composition in deter- 
mining the percentage of accepting creditors, regardless of 


whether such exchange was completed before or after the filing of 
the petition.’ 


An amendment** made in 1940*° boldly broadens the 1937 Act to 
include the county, which had been omitted originally because of 
the Ashton case. Moreover, the amending Act also requires the 
court to examine all contracts or agreements with fiscal agents or 
attorneys promoting compositions under the Act to determine 
whether the agent was being paid by both the petitioner and 
creditors. The amendment requires the court in this connection 
to make a separate adjudication concerning this issue and to 
dismiss the petition “if it be found that any such practice be 
possible’’*® unless the plan is modified by eliminating such dual 
payments to the agent. Finally, the amending statute extended 
the life of the original Act for two years from June 30, 1940, 
when it was to expire under fhe original Act, to June 30, 1942. 
A statute of 1942*! extended the life of the Act for a further period 
of four years until June 30, 1946. 


The 1937 Act was not made permanent until 1946, when Con- 
gress repealed the expiration date contained in the earlier legis- 
lation. In the same Act, Congress added a number of significant 
amendments to the now permanent Municipal Bankruptcy Act.*? 
Neither revenue bonds nor the authority had been covered by the 
Act. Revenue bonds, which are not payable out of taxes but solely 
from the revenues received from the operation of a revenue-pro- 
ducing public utility or property, had not been generally issued 
by public agencies until after the passage of the 1937 Act. Nor 
™ This Amendment was sustained by two decisions of the Fifth Circuit Court 


of Appeals. American National Bank v. Sanford, 112 F.2d 485 (1940); 
Davis v. City of Homestead, 112 F.2d 438 (1940). 


% 54 Stat. 667 (June 28, 1940), 11 U.S.C. Secs. 401, 403 (1946). 


*® An early amendment of the same year clarified certain requirements concern- 
ing petitions filed to effect a composition with respect to obligations payable 
through special assessments or special taxes. 54 Stat. 44 (March 4, 1940). 

11 U.S.C., Sec. 403 (e), (1946). 

56 Stat. 377 (June 22, 1942). 


"60 Stat. 409 (July 1, 1946), 11 U.S.C., Secs. 401, 402, 403 (Suppl. 1948). 
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was the authority commonly used as a device for performing 
functions undertaken by local units until after 1937. The 1946 
amendments filled these gaps by extending the Act to both the 
revenue bond and the authority. 


Probably the most important of the changes made by the 1946 
amendments is that which provided for the preliminary stay of 
proceedings against a local unit prior to the filing of a petition for 
a composition.** The Act had provided for the stay of proceedings 
against the debtor, but only after the court’s approval of the 
petition. That the Act did not prevent legal proceedings prior to 
the approval of the petition did not present any problem originally. 
The federal courts had treated mandamus proceedings, which pro- 
vided the only effective creditor’s remedy against a defaulting 
community, as discretionary. In the case of Asbury Park v. Christ- 
mas,** the Third Circuit Court of Appeals had exercised its dis- 
cretion by vacating a mandamus order on the ground that the 
defaulting municipality was making good-faith efforts to adjust 
its debts. 


But in 1939 the same Circuit Court of Appeals held that the 
federal courts were no longer free to apply the Asbury Park rule 
of discretion.*° The court declared that under the recent Supreme 
Court decision in Erie v. Tompkins,** the federal courts were pre- 
vented from applying their own rules of discretion with respect to 
mandamus and required to enforce the state rule on the subject. 
The state courts, however, or many of them, regarded mandamus 
against a local government unit as a writ of right.*’ 


The result of the change in the law was to place in jeopardy 
negotiations leading to composition proceedings prior to the filing 
and court approval of a petition. For if a creditor initiates man- 
damus proceedings whereby he may secure preferential payment 
in full on his bonds, it is difficult to obtain the consent to a com- 
position of the 51 per cent as required by the Act. Other credi- 
tors will hesitate under such circumstances to agree to a compo- 


33 Such preliminary stays are limited to two of not more than 60 days each. 
11 U.S.C., Sec. 403 (c) (Suppl. 1948). 

478 F. 2d 1008 (C.C.A. 3d 1935), cert. den. 296 U.S. 624 (1938). 

%5 Borough of Fort Lee v. U.S. ex rel. Barker, 104 F. 2d 275 (C.C.A. 3d, 1939). 

36 304 U. S. 64 (1938). 

See Dos Amigos, Inc. v. Lehman, 100 Fla. 1313, 131 So. 533 (1930). In the 
Fort Lee case cited above, footnote 35, the federal Circuit Court of Appeals 
affirmed the lower court’s action in granting the writ stating that under New 
Jersey law the issuance of the writ “is not a discretionary matter.” Borough 

of Fort Lee v. U. S. ex rel. Barker, 104 F. 2d 275 at 280 (C.C.A. 3d, 1939). 
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sition, whereby they deprive themselves of the right to take the 
same action which the non-co-operating creditor has taken. The 
broadening then of the courts’ power to stay mandamus actions in 
the period of negotiations prior to the approval of the petition was 
a necessary step in facilitating the aims of the Act. 


The 1946 amendments also contain several other important 
clarifications and changes. To shorten the time consumed in com- 
position proceedings, it is provided that only reference on special 
issues of fact, as distinguished from general references, may be 
made to a referee in bankruptcy or special master for the taking 
of testimony and a report on the special issues. The court, more- 
over, is now required in each proceeding to determine the validity 
of the new bonds which the final decree will compel the creditors 
to accept as well as the validity of the provisions agreed to for the 
payment of the new bonds. The amendment also clarifies the pro- 
cedure which is to be followed in filing the list of record owners 
and holders of title to lands affected by the plan of composition. 
And finally, the amendments limit the power of the reviewing 
courts to reverse or remand cases by providing that no case is to 
be reversed or remanded for want of specific or detailed findings 
unless it is ascertained that the evidence is insufficient to support 
one or more of the general findings required. 


CASES UNDER THE ACT 


A substantial number of judicial opinions have been rendered 
under the provisions of the Act.** Several of the more significant 
decisions under the Act have already been mentioned. Indicative 
of other issues which have been litigated are the following: Who 
are “creditors affected” by the composition plan within the mean- 
ing of the statute? Is the RFC such a creditor affected by the 
composition plan where it lends money to a defaulting unit for 
purposes of refinancing and refunding*’ or are the bonds which it 
holds merely collateral pledges for the loan so that the RFC has no 
power to consent for the bonds so pledged ?*® Does the composition 


38 See cases cited under 11 U.S.C., Secs. 401, 402, 403 (1946). 

8° Section 36, Pt. 4, of the Emergency Farm Mortgage Act of 1933, as amended, 
authorized the RFC to make loans to drainage, levee, irrigation, and similar 
districts. The RFC has provided much of the money needed by such insolvent 
districts to refinance themselves. 48 Stat. 41 (1933). 

* West Coast Life Insurance Co. v. Merced Irrigation District, 114 F. 2d 654 

(C.C.A. 9th, 1940), cert. den. 311 U. S. 718 (1940), rehearing den. 312 

U.S. 714 (1941). 
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plan discriminate against any class of creditors?*! Was the petition 
and the accompanying plan of composition filed in good faith or 
was the plan merely to be used “to bludgeon into submission those 
with whom the city had not been able to make settlements satisfac- 
tory to itself” ?# 


Among the most important of the decisions involving the federal 
Municipal Bankruptcy Act and other aspects of municipal bank- 
ruptcy is that of the Supreme Court in Faitoute Iron & Steel Co. v. 
City of Asbury Park.* Asbury Park, acting under a New Jersey 
statute authorizing state control over insolvent municipalities, ef- 
fected a plan which provided that the creditors were to receive 
new bonds in lieu of those on which the city had previously de- 
faulted. The interest rate on the new bonds was substantially less 
than that on the old ones, but there was no reduction of the prin- 
cipal of the debt.** A majority of the creditors had acquiesced in 
the plan, but certain dissenting creditors brought action on the 
old bonds for their face value and the accrued interest. The Su- 
preme Court affirmed a dismissal of the suit. First, it held that the 
existence of the federal Municipal Bankruptcy Act did not render 
invalid state legislation concerning insolvent municipalities where, 
as here, the very constitutionality of the federal act depends on its 
reserving to the state full freedom of action. 


More portentous in its implications, however, was the court’s 
holding that the state act was not an unconstitutional impairment 
of the obligation of contracts. The court in effect stated that the 
right of creditors to realize in part on their bonds is far more 
substantial than the sterile right to litigate claims and obtain 
judgments which could not be executed. In fact, the Asbury Park 
case seriously modified the doctrine of Sturges v. Crowninshield,*® 
at least in cases where the statute prohibits any reduction in the 
amount of the principal of the obligation. The significance of the 
case is that its holding makes possible more effective action by the 
state in readjusting the financial affairs of its insolvent com- 
munities. The states rather than the federal courts have the capa- 
! Tuehrmann v. Drainage District No. 7 of Poinsett County, 104 F. 2d 696 


C.C.A. 6th, 1939), cert. den. 308 U. S. 604 (1939), rehearing den. 308 U. S. 
638 (1939). 


42 Wright v. City of Coral Gables, 137 F. 2d 192 (C.C.A. 5th, 1943), affirmed 
per curiam 321 U. S. 753 (1944), rehearing denied 322 U. S. 768 (1944). 

#316 U. S. 502 (1942). 

* The New Jersey statte prohibited any reduction in the principal of any out- 
standing —— of a local government unit. New Jersey, Revised Statutes 
(1937) 52: 27-39. 


“See supra, p. 2, footnote 6. 
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city to provide the administrative supervision of defaulting com- 
munities which is frequently needed. A state agency can work out 
plans for the local payment of taxes, compromises on delinquent 
taxes, the reduction of expenditures, and other aspects of finance 
essential to placing the unit on a sound economic basis. But prior 
to the Asbury Park case, the state was stopped from action to 
compel minority creditors to accept refunding plans by the doc- 
trine, as it was understood, of Sturges v. Crowninshield. Under 
the decision in the Asbury Park case, however, a state could now 
supplement its supervisory and administrative power over local 
governmental units, at least in some measure, with power to com- 
pel minority creditors to accept modifications in the terms of the 
municipal bonds which they held. 


Under neither the 1934 nor the 1937 Acts has excessive use been 
made of the machinery provided. As previously indicated, there 
were only eighty-nine petitions filed under the old 1934 Municipal 
Bankruptcy Act. The two largest petitioners were the Township 
of North Bergen, New Jersey, which according to the 1930 census 
had a population of approximately 40,000, and Corpus Christi, 
Texas, with a population of about 27,700 as of 1930.** According 
to the editor of The Bondbuyer,** these petitions were filed by 28 
cities, 2 counties, 4 school districts, and 50 drainage, irrigation, and 
other similar districts.** 


The same source reports that The Bondbuyer had information of 
the filing of a total of 242 petitions under the 1937 Act as of 
April 24, 1942. These petitions were filed by 102 cities, 10 counties, 
20 school districts, and 110 drainage districts. Beginning with 
1940, statistics compiled by the Administrative Office of the United 
States Courts are available on a fiscal year basis as to the number 
of petitions filed, dismissed and concluded each fiscal year under 
the Act. 


6 National Municipal Review, Vol. 25, p. 328. 

*“ Letter of Sanders Shanks, Jr., Editor of The Bondbuyer, appearing in Hear- 
ings before a Special Subcommittee on Bankruptcy and Reorganization of the 
House Committee on the Judiciary, 77th Congress, Second Session, on H.R. 
6912, at p. 8. 


*8 Five petitions are unaccounted for in the information thus furnished. 
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CASES FILED CONCLUDED DISMISSED 
1940 ; 104 22 7 
1941 19 37 8 
1942 43 46 3 
1943, 13 40 23 
1944 5 18 2 
1945 8 i4 3 
1946 7 38 l 
1947 7 8 4 
 _—_— Be 206 193 51” 


As of June 30, 1947, the latest date for which any statistics are 
available, there were 57 petitions pending in the federal courts. 


Question may well be asked, in view of the great number of 
municipal defaults, particularly in the period from 1934 to 1938, 
why greater use was not made of either the 1934 Act or the 1937 
Act.” It may reasonably be assumed that in the case of most de- 
faulting communities, the existence itself of the Act has sufficed to 
induce minority creditors, who might otherwise refuse to co- 
operate, to accede to the composition plans agreed to by the ma- 
jority. In cases, moreover, where the only relief requested by the 
debtor is the extension of maturity dates and the lowering of the 
interest rate for a few years, there does not exist the same tempta- 
tion for minority creditors to fight a readjustment which might 
exist where the debtor was attempting to scale down the principal 
itself. Possibly the most important reason for the relatively little 
use made of the Act is the injurious effect on future credit which 
may result from the filing of a petition. The filing of the petition 
makes the default a matter of public record. The use of the Act is 
apt to spread the news of a default and focus the attention of the 
public upon the financial difficulties of the debtor. 

The data for the years 1940 to 1945 appear in Hearings before a Special 


Subcommittee on Bankruptcy and Reorganization of the House Committee 
on the Judiciary, 79th Congress, Second Session, on H.R. 4307 at pp. 24 and 
25. The statistics for the fiscal years 1946 and 1947 are published in the 
Annual Report of the Director of the Administrative Office of the United 
States Courts, 1946 and 1947. The Administrative Office, however, discon- 
tinued the publication of the statistical series in question in its 1948 Report. 
Hillhouse, Municipal Bonds, p. 19, reports on the number of municipal bond 
defaults from 1934 to 1936. 

January 1, 1924 1,729 July 1, 1935... 2,303 
January 1, 1935 2,716 January 1, 1936 3,159 
For subsequent years, Municipal Bond Sales reports as follows on such de- 

faults, exclusive of those involving special assessment obligations: 


1937 1,807 1941 1102 1945 320 
1938 1,915 1942 i 1946 273 
1939 1,600 1943... 562 


1940 1,463 1944 329 
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APPRAISAL OF THE MUNICIPAL BANKRUPTCY ACT 


The evils predicted by the opponents of municipal bankruptcy 
legislation have not occurred. As previously indicated, there has 
beer no immoderate use of the procedures of the Act. There is no 
evidence that the enactment of the legislation has encouraged de- 
faults by cities and other governmental units for the purpose of 
evading obligations which they are able but unwilling to pay. “In 
most instances,” it was stated in the Senate Committee Report 
accompanying the 1946 Amendment,®! “there has been no loss of 
principal to investors in obligations of this character” but the re- 
adjustment was effected through an extension of the maturity 
date, a reduction in the interest rate or both.™ 


With few exceptions, the Act has been used in good faith and in 
an honest effort to effect debt adjustments desired by the muni- 
cipality and a majority of its creditors. Contrary to the proph- 
ecies of opponents of the legislation, the credit standing of muni- 
cipal bonds has not been injured by either the old or the present 
statute. The adjustment of defaults under the Act has proved far 
less harmful to municipal credit than the continuance in default 
of municipalities over a long period of years, as was often the 
case prior to 1934, 


The legislation, moreover, fills a gap in American bankruptcy 
laws. In a complex commercial and industrial society such as that 
5t Report No. 1633 of the Senate Committee on the Judiciary on H.R. 6682, 79th 

Congress, Second Session, June 28, 1946, at p. 6. 


“ There are almost no data concerning the nature of the compositions under the 
1937 Act. The meager statistics, however, compiled by the Administrative 
Office of the United States Courts concerning the total amount of the admit- 


ted debt involved in the cases concluded and the aggregate amount paid or 
to be paid as extended suggests that in many instances a scaling down of 
principal must have occurred. 
AMOUNT PAID OR To BE 
ADMITTED DEBTS PAID AS EXTENDED 

1940 $15,500,000 $ 6,674,000 

194] 28,466,000 16,332,000 

1942 33,704 ,00( 24,458,000 

1943 26,633,000 16,032,000 

1944 18,014,000 11,457,000 

1945 39,816,000 27,185,000 

1946 13,086,555 9,594,984 

1947 4,651,168 2,715,234 


"Two instances of abuse are reported under the old Act. In April, 1935, New 
Orleans, as part of the feud between Mayor Walmesley and Huey Long, filed 
a petition. In May, 1935, the Village of Lemont, Illinois, filed a petition as 
a tactical move in some litigation in the state courts involving the village 
president and board. National Municipal Review, Vol. 25 (June 1936), p. 328. 


“* See Minority Views in Report No. 407 of the Senate Committee on the Judi- 
ciary on H.R. 5950, 73d Congress, Second Session, February 28, 1934. 
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of the United States, bankruptcy legislation is necessary both to 
protect the creditors of an insolvent debtor and at the same time 
to relieve the debtor from the heavy weight of debts which it is 
impossible to pay. In a business world it is imperative to provide 
some legal machinery whereby the honest but insolvent debtor 
can start anew. A dynamic society cannot afford to permit its 
business enterprises which have become insolvent to remain more 
or less crippled through a load of debts exceeding their capacity 
to pay. It is equally important, if not more so, to prevent local 
government functions from being impaired through debt loads 
exceeding the defaulting units’ ability to pay. Here, too, some ad- 
justment must be provided both to protect the creditors and to 
permit the governmental unit to carry on its public function un- 
hampered. 


The policy prior to the 1934 Municipal Bankruptcy Act of every 
creditor for himself had frequently led to the deterioration of the 
services performed by the municipality and to the destruction of 
its credit standing. The litigation, which sometimes lasted for 
years, was often barren of results for the creditors. The federal 
legislation remedied the situation, as we have seen, through pro- 
viding machinery under the protection of the federal courts to com- 
pel the acquiescence of minority creditors to a fair plan agreed 
upon by the defaulting debtor and a majority of the creditors. 


The Act, however, is most limited in scope and is not a cure-all 
for the debt problems of overburdened local governments. The 
Act does not attempt any supervision over the local community. It 
does not provide an outside administrator to determine effectively 
how savings can be made and what the ability to pay of the de- 
faulting community is. It does not provide guidance or supervision 
to put the local unit on a sound economic basis. Nor are the courts, 
particularly the federal courts, equipped to render that kind of 
technical and administrative service to local units. The units them- 
selves must perform these functions, or some state administrative 
agency must be established to provide such supervision and service, 
at least for those communities that prove themselves unable to 
manage their fiscal affairs so as to put themselves on a sound 
economic basis. The federal Act then has so far proved itself to 
be an effective means whereby defaulting communities acting in 
good faith can adjust their debt burdens in accordance with their 
ability to pay, but it does not, and probably should not, provide the 
aggressive initiative needed for the effective administration of a 
defaulting municipality’s financial affairs. 
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STOCK PRICES, DEATH TAX REVENUES, AND 
TAX EQUITY 


C. LOWELL HARRISS* 
Columbia University 


Millions of American families have a direct, though individually 
small, interest in the level of stock prices. They like to see high 
stock prices. Each of several thousand wealthy families has a 
large, direct interest in stock prices. By far the largest single 
direct interest, however, is that of the United States government. 
And for the same reason many state governments have direct in- 
terests in stock price levels which few if any individuals can 
match. The interest of the government treasuries arises from the 
fact that stock price quotations play an important part in deter- 
mining the size of the base on which death taxes! are imposed. 
Although stock prices also directly affect the income tax base be- 
cause of their relation to the amount of capital gains and losses, 


this paper is concerned with only the death tax aspects of the 
problem. 


IMPORTANCE OF STOCK IN TAXABLE ESTATES 


Corporation stock is by far the largest single type of asset in 
taxable estates, accounting for roughly 40 per cent of the gross 
assets in the most recent years for which data are available.” 
Although common and preferred stock cannot be distinguished, 
common stock is undoubtedly much more important than pre- 
ferred.* The preponderance of common stock makes the size of 


* This paper is part of a study which the author is making under a grant from 
the Columbia University Council for Research in the Social Sciences. Any 
views expressed are the author’s and not necessarily those of any institution 
with which he is associated. Mr. Richard Selden assisted in making the com- 
putations, Prof. John Lintner made valuable suggestions, some of which 
could not be accepted because of space limits. 
The federal government imposes an estate tax but no inheritance tax; many 
states impose inheritance taxes, some impose estate taxes, and some both. The 
term “death tax” is used to include estate and inheritance taxes as well as 
taxes with other names but which are essentially either estate or inheritance 
taxes. A description of the American death tax structure can be found in 
William J. Schultz and C. Lowell Harriss, American Public Finance, Fifth 
Ed. (Prentice-Hall, 1949). 
For reasons noted below, the relative importance of stock may have declined 
since 1945 though it must still be far larger than any other type of asset— 
real estate, cash, or bonds. For a more detailed study of the composition of 
estates see C. Lowell Harriss, “Liquidity of Estates and Federal Death Tax 
Liability,” Political Science Quarterly (December, 1949), pp. 533-59. 
Published data for returns filed in the one year 1942 list common and pre- 
ferred stock separately. Together they made up about 40 per cent of the 
gross assets of taxable estates. Common stock accounted for 34 per cent of 
the total and preferred stock for 6 per cent. In other words, common stock 
was almost six times as important as preferred. U. S. Treasury gr ooernene 


Bureau of Internal Revenue, Statistics of Income for 1941, Part I (Washing- 
ton, 1944), p. 250. 
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the estate tax base dependent to a large degree upon the level of 
stock prices.‘ If stocks move from one level to another, as they do 
in fact, the estate tax base changes and with it tax liability. The 
amounts of tax involved may be large. 
RELIANCE UPON STOCK MARKET PRICES 
Whatever government officials may say about the significance 

(and, in the past, the integrity) of the stock market, the govern- 

ment has traditionally tended to accept the evaluations of the 

market. A discussion of the precise extent to which stock market 
prices are used in valuing stock for tax purposes is not needed here. 

The general rule is clear. Except where a large block of stock 

appears, listed stock is valued for tax purposes at the prices effec- 

tive or quoted on the market. Unlisted stock, unless in a large 
block, is valued at sale prices, or related to bid and asked prices if 
there is a reasonably good market. If there is no active market 
for the issue, or if there are persuasive arguments that the quo- 
tations for an unlisted stock do not reflect the fair market value, 
the value used for tax purposes will be settled by negotiation be- 
tween the representatives of the government and of the estate, or 
by the courts. The prices of listed or active stocks of similar firms 
and the general level at which the market is capitalizing earnings 
and appraising book values and underlying assets are also taken 
into account in valuing inactive or untraded stock. The general 
level of security prices, reflected most clearly in the prices on the 
major stock exchanges, determines, or plays an important part in 
determining, the valuation of stock, even unlisted stock, for estate 
tax purposes. 
REVENUE IMPORTANCE OF STOCK PRICES 

How much will changes in these valuations affect estate tax 
revenues? Table 1 illustrates the probable magnitudes of the addi- 
tional death tax revenue resulting from four sets of increases in 
stock prices. However, before analyzing the findings, a few com- 
ments should be made about the data and the method of estimating. 

Data used.—The basic data are those prepared for Statistics of 

Income.® They are taken from unaudited estate tax returns as filed 

* Nearly one-third of the gross assets of taxable estates in the early 1940’s was 
types of property not subject to appreciable fluctuation in price—cash, govern- 
ment bonds, and life insurance. 

° The author wishes to acknowledge his thanks to the Bureau of Internal 
Revenue for making available before publication copies of the tables which 
will appear in Statistics of Income for the years 1943 and 1944. Estate tax 
data appearing in Statistics of Income have traditionally appeared as being 
for one year later than the income tax data. This treatment results from the 
fact that income tax data are classed by the year in which the income was 


received (not the later year in which return was filed), while estate tax data 
are classed by the year of filing. 
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STOCK PRICES, DEATH TAX REVENUES, TAX EQUITY 


TABLE 1 


EFFECTS OF INCREASES IN VALUE OF CORPORATION STOCK ON 
DEATH TAX REVENUES* 


Returns Firep tn 1944 Returns Fitep 1n 1945 
Per Cent Estimated Increase in Estimated Increase in 
INCREASE IN Increase in Total Tax Increase in Total Tax 
VALUE OF Taxable Estate Per Cent of Taxable Estate Per Cent of 
CorPoraTION Amount Amount Tax Shown Amount Amount Tax Shown 
Stocxt (millions) Per Cent (millions) on Return (millions) Per Cent (millions) on Return 
103 ................. $109.9 7.3 $42.5 9.4 $131.3 6.9 $47.5 8.0 
= 14.6 86.3 19.1 262.6 13.8 97.0 16.3 
See 549.4 36.4 218.4 48.4 656.4 34.5 248.2 42.0 
100} .................. 1,098.7 72.9 436.1 96.7 1,312.7 69.1 493.7 82.9 


Source: Photostats of tables prepared for Statistics of Income for 1945 (and 1946). U. S. Treasury 
Department, Bureau of Internal Revenue. 


* Includes amounts which may be absorbed by the states under the crediting provisions of the federal estate 
tax. From about one-eighth to about one-tenth of the total increase would go to the states. Only returns 
taxable in the years shown are included. Non-resident alien returns are not included. 


+ Both common and preferred stock are included. The original values are those reported by the executor. 
¢ All of the increase is assumed to fall in the highest bracket of the estate. 


§ Three-fourths of the increase is assumed to fall in the highest bracket of the estate and one-fourth in the 
next higher bracket. 


| Six-tenths of the increase is assumed to fall in the highest bracket of the estate, three-tenths in the neat 
higher bracket, and one-tenth in the second higher bracket. 


by the executor. The two sets used here are from returns filed in 
1944 and 1945. Most of the returns were for estates of persons 
who died in 1943 or 1944, but in more than negligible fractions 
death occurred in 1942 or 1945. 


Methods of estimating—A simple method was used in estimat- 
ing. For estates in each size class the amount of corporate stocks 
was multiplied by the various percentages of increases in stock 
prices. The resulting totals were distributed by brackets and 
multiplied by the estate tax rates in effect since 1942. The product 
was the estimated increase in tax. 


The estimates are necessarily somewhat rough because the as- 
sumptions are too general to be completely accurate. (1) A few 
of the marginal tax rates were estimates of probable averages; 
the precise rates could not be determined because the bracketing 
of the data is by class intervals different from those in the tax- 
rate schedule. (2) No allowance is made for the fact that the 
tax base was actually larger than reported, possibly about one- 
tenth, as a result of changes made in audit. (3) The estimates of 
the brackets into which increases in values would fall are very 
rough; the error, on balance, is probably to put too much of the 
increase in the same bracket and too little in higher brackets. 
(4) No allowance at all is made for the fact that many more 
6 Consequently, additions to the taxable estate would tend to fall in somewhat 

higher brackets than used here. Also as a result of audit the taxes actually 

= were larger than those used in the computations here by a somewhat 
igger fraction than the increase in the taxable estate. See C. Lowell Harriss, 


“Wealth Estimates as Affected by Audit of Estate Tax Returns,” National 
Tax Journal (December, 1949), pp. 316-33. 
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estates would have been taxable if stock prices had been higher 
because the net assets would have then exceeded the specific ex- 
emption ; the total tax could reach several millions of dollars under 
the most extreme assumptions used.?7 (5) No allowance, however, 
is made for the fact that in some cases the residuary legatee was 
an exempt institution or that stock may have been earmarked for 
an exempt institution; in such cases, increases in the value of stock 
would not have added to the tax base. (6) No distinction is made 
between common and preferred stock, although the prices of the 
latter fluctuate on the average less than common stocks.® 


The total net error, allowing for the fact that some factors will 
be offsetting, is probably not as much as 5 per cent. The direction 
of any remaining net error is probably toward understatement, 
rather than overstatement, of the increases in tax revenues re- 
sulting from an increase in stock prices. The general range of the 
findings seems clear, however, and this is our major objective.” 


Findings.—If taxable estates reported in 1944 are taken as a 
group, an increase of one-tenth in the average level of stock prices 
would have raised death tax revenues by about $42.5 million or 
9.4 per cent. A doubling of average stock prices would have made 
the respective figures $436.1 million and 96.7 per cent; in other 


™ Depending upon the amount of increase in stock prices assumed, the average 
tax would probably be from about $100 to possibly $500 per estate. 


* A low limit can be placed on any distortion in the estimates that may result 
from failure to separate common and preferred stock. This conclusion is re- 
enforced somewhat by the fact that during the early 1940’s many preferred 
stocks fluctuated widely in price. Moreover, some railroad, utility, foreign 
government, and real estate bonds fluctuate about as widely as common stock, 
and since they are not included in the figures, one aspect of the effects of 
stock market price fluctuations is not included in the figures of Table 1. 


* No estimate was made of losses in revenue that would result from a decline 
in stock prices. Starting from the same base, the loss of revenue that would 
follow a decline in stock prices would be less than the increase that would 
follow an equal rise in stock prices. This lack of symmetry results from the 
fact that estate tax rates are progressive. The effects of a decline in stock 
prices can be studied by starting with the results reached when an increase in 
prices is assumed and working back to the starting point. 


2° Unfortunately, no allowance has been made for the effects of the “marital 
deduction,” which provides that up to half of the estate may now be left free 
of tax to a surviving spouse. It was not effective in the years for which these 
figures were computed. On balance, the marital deduction will reduce the 
tax base; moreover, it will reduce the amounts in the higher brackets of 
each estate claiming it. Today, therefore, there will tend to be a smaller tax 
base and less in the upper brackets, other things being the same, than in the 
years studied in this article. Consequently, changes in stock values will tend 
to have less effect on tax yields. We have no basis for estimating how much. 
Certain complicated technical conditions must be satisfied; they are designed 
to cut the revenue loss. Most estates, however, will probably take advantage 
of the provision if a spouse survives. 
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words, a doubling of the value of one type of asset would have 
almost doubled the total tax. 


The figures for 1945 give somewhat different results. In each 
case the increase in tax revenue is larger. A 50 per cent increase 
in stock values, for example, would have increased the tax by 
$248.2 million, one-seventh more than in 1944, but the percentage 
of increase would have been only 42.0 per cent contrasted with a 
48.4 per cent increase in the case of the 1944 figures. The ex- 
planation is that though stock constituted almost identical per- 
centages of the gross estate in the two years, other assets were so 
much larger in 1945 that the reported tax in that year was greater. 
Though the additional tax resulting from a rise in stock values 
would have been greater in 1945, the amount would have been 
smaller as a percentage of the larger original tax. 


Admittedly, the additional revenue would not be large in relation 
to current budgets, but the amounts are by no means negligible. 
They are much more important in relation to the size of the varia- 
tions in revenue which are probable in any one year. If total tax 
receipts (taken into account in “budgetary” totals) are about $40 
billion, a variation of $250 million resulting from the effects of 
changes in stock prices on estate tax receipts would be about 0.6 
per cent of the total. But if one is concerned with the extent to 
which total tax receipts may change, and if this range is about 
$2.5 billion, then the change in the estate tax may be 10 per cent 
of the total. To one interested in federal revenue, the level of stock 
prices must be a matter of concern." 


How do the results vary among estates of different sizes? Space 
limitations preclude presentation of the detailed findings. In 


summary, however, it can be noted that there are wide variations 
in results from class to class when the additional tax is expressed 
as a percentage of original tax; ignoring the smallest estates where 


“State revenues are also affected. Not all of the increase in tax shown in 
Table 1 would have gone to the federal Treasury since from about one-tenth 
to one-eighth would have been paid to the states and allowed as a credit 
against the federal liability. However, for estates under $300,000 the federal 
credit was frequently less than the state tax, and no credit at all is allowed 
for estates of less than $100,000. Consequently, the omission from the com- 
eo ee of state tax other than the amount allowed as a credit against the 
ederal tax understates the total additional death tax revenue resulting from 
a rise in stock prices. 
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percentages may be misleading,'* the largest percentage increase 
is at least five times the smallest under each assumption for each 
year. Such variation is explained partly by differences in the com- 
position of estates and partly by the fact that the percentage 
changes in tax rates from bracket to bracket differ.'* Most of the 
increase in tax would have come from estates of more than about 
$900,000 (as originally reported). 


EFFECTS OF FLUCTUATIONS IN STOCK PRICES 


Death tax revenue depends not only upon the level of stock prices 
but also upon their stability. The same average level of stock prices 
will yield greater revenue if the average results from relatively 
unchanging prices than if it results from lumping together prices 
which have been both high and low. In other words, revenue will 
be greater if an average of 100 results from fluctuations between 
105 and 95 than if the range is 120 to 80. The explanation is to be 
found in the privilege of optional valuation. This provision gives 
the executor the option of having the estate valued for federal 
death tax purposes as of (1) date of death or (2) one year later, 
except that if the later date is chosen any assets sold or distributed 
during the year are valued as of the date of sale or distribution." 
Choice of the option need not be made until the return is due— 
fifteen months after death. The executor has a “sure thing.” He 
can wait until after the facts are known and then select the method 
which will give the lowest total tax base. Thus if values at any 
time during the year after death are significantly lower than at 
death, the executor by selling or distributing assets then can obtain 
12 Estates of less than $100,000 make up a group which is affected greatly by 

the specific exemption ($60,000 in most cases). Let us assume an estate of 

$100,000 gross of which $30,000 is stock (about the actual percentage) and 
of which $10,000 was originally taxable. The tax would be $500. If the value 
of stock increases rd 50 per cent, $15,000, the taxable estate is increased by 

150 per cent and the tax by 360 per cent (to $2,300). If the estate was 

$1,000,000 with 30 per cent in stock and with deductions, including the 

exemption, of $250,000, the tax would be roughly $233,000; a 50 per cent 


increase in the value of stock would increase the taxable estate by 20 per 
cent and the tax by about 24 per cent to roughly $289,000. 

An example will illustrate this point. If a 50 per cent increase in stock 
values pushed property from the $600,000-$700,000 bracket to the one next 
higher, the marginal tax rate (which because of the bracketing is partly 
estimated for use here) would not change. If the increase were from the 
$1,000,000-$1,500,000 bracket to the one next higher, however, the marginal 
tax rate would be more than one-tenth greater. 

This provision was inserted in the law in 1935. It was designed to prevent 
estates from being taxed on values which were higher than could be obtained 
even from relatively prompt liquidation. In a period of rapidly falling secur- 
ity prices, an estate subject to high rates might be burdened excessively, and 
even wiped out, if the tax were based on values at death and the executor 


— not, or did not, liquidate stock (and other assets) immediately after 
eath. 
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the lower valuations. In a relatively stable market, of course, 
there would be little prospect of benefit from use of freedom to 
choose the date of valuation."© But if the market fluctuates, the 
executor may be able to get an average valuation for tax purposes 
which is considerably below the average of the period. 


In a steadily rising market, the effects of the rise will not be 
fully or promptly reflected in tax revenues because executors will 
tend to choose values at the date of death rather than later when 
they are higher. There will be a lag. Today’s tax receipts will be 
based on values a year or more old. If the market is falling, how- 
ever, the effects of the fall will tend to be reflected more fully and 
promptly as executors select the lower values for tax purposes. 
Today’s receipts will tend to be based on values a few weeks or 
months old. 


Executors are by no means able to take full advantage of poten- 
tial benefits from the optional valuation provision. There are many 
practical and legal restrictions on executors; moreover, some ex- 
ecutors may lack the knowledge, skill, and willingness needed to 
take full advantage of potential opportunities of minimizing estate 
tax by optimum use of the optional valuation privilege. Moreover, 
if assets must be sold to get funds to pay the tax, it may be better 
to sell when prices are high rather than low even if the high price 
must be used for tax purposes. As long as tax rates are less than 
100 per cent, it is better to get as high a price as possible for assets 
that must be sold—except that if only part of the estate must be 
liquidated, it may be better to sell some assets at less than the top 
price if the entire estate can get a lower valuation as a result. The 
complications that can arise and the practical difficulties of liqui- 
dating an estate will make it a rare case when an executor can 
make the very best adjustment possible."® Yet, on balance, even 
crude and imperfect use of the privilege will produce some tax 
saving. If market prices fluctuate through a wide range, or if they 
fall greatly or consistently, the cut in tax liability can be sub- 
stantial. 

15 An important exception should be noted. If an estate contains assets that 
are very difficult to value satisfactorily (real estate or closely held business), 
the executor can remove the dispute and almost certainly assure that tax 


will be based on the value actually realized if he sells within a year and 
chooses the second option for date of valuation. 


This statement applies only to adjustments made to the knowledge the 
executor has when he makes his decisions. Consistently accurate forecasting 
of market prices within the year after death is hardly to be expected. 











264 THE JOURNAL OF FINANCE 


STOCK PRICE FLUCTUATIONS AND THE “EQUITY” OF DEATH TAXES 


Death tax revenue varies greatly if the prices of common stocks 
vary greatly—and they do. Stock price variations in this country 
are substantial though the choice of the best measure of variations 
may be disputed. Changes from year to year of one-fifth are not 
uncommon even if one measures such changes with a relatively 
stable index. Doubling or halving of the average share price over 
a period of two or three years is not unknown. Individual issues 
move through a very much wider range, and commonly show very 
large changes over even a few months. Waiving the question of 
just how much stock prices change, does nof the fact that changes 
are large create a serious indictment of death taxes? The accident 
of the date of death and the level of stock prices at that time or 
shortly after can make large differences in total tax liability. Is 
not the estate tax, therefore, to be condemned as inequitable to 
the extent that it treats persons in essentially similar real situa- 
tions so differently, depending upon just when they die? 


When tax rates are progressive, two persons with identical 
estates in real terms (number of shares of the same stock, real 
estate, cash, and other assets’ and debts) can transmit different 
amounts if the values at which the assets are appraised for tax 
purposes are not identical. Yet the differences are perhaps less 
striking than might be expected (see Table 2). For purposes of 
simplicity it was assumed that the taxable estate consists of ex- 
actly all of the stock of the estate and of nothing else.'7 The tax 
was computed in dollars and then converted into the number of 
shares which at the value assumed for tax purposes would have 
to be sold to pay the tax; this number is shown as a percentage 
of the total number of shares. 


As the average price per share rises, the percentage of the total 
number of shares that must be sold to pay the tax rises. Yet the 
rise is by no means always huge; the reason is clear—each share 
sold brings more dollars. For example, the 5,000 share estate would 
lose 27.2 per cent of the shares at $60 per share compared with 
20.7 per cent at $20 per share. This tripling of price increases the 
tax expressed as the number of shares by one-third. The tax in 
terms of dollars, however, rises from $20,700 to $81,660, about 
400 per cent. At the 100,000 share level the tax in terms of dollars 
17 In other words all assets except stock were assumed to be needed to pay debts 

or to be deductible because of the specific exemption or some other allowable 

deduction, the most important now being the marital deduction. In fact, if 


decedents take full advantage of the marital deduction, total deductions may 
nearly equal the value of all assets other than stock. 
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would more than quadruple if the price per share tripled, but in 
terms of number of shares it would rise by four-fifths. The ex- 
amples just cited are extreme because a tripling of values (or a 
drop of two-thirds) is not common. If we assume a doubling of 
the average (which would almost have doubled 1944 revenue), the 
changes are of course less striking. The tax due from the estate 
with 5,000 shares would have risen 145 per cent, but the number 
of shares taken would have risen by only 23 per cent. At the 
100,000 share level the increase in tax would be 170 per cent, the 
increase in the number of shares needed to pay the tax by 22 
per cent. 


The estate tax does not get a clean bill of health on this score. 
When prices of shares are high, more of the shares are needed to 
pay the tax than when prices are low. In this respect the operation 
of the tax is inequitable, but few critics would be likely to argue 
that the inequity is gross. It is certainly far from as great as the 
difference in dollars of tax liability might suggest.'* 


DEATH TAX REVENUE SINCE THE 1946 FALL IN STOCK PRICES 


The level of stock prices, and the magnitude and frequency of 
their fluctuation, clearly affect estate tax revenues. In the autumn 
of 1946 stock prices fell greatly. Though the averages made vari- 
ous partial recoveries, prices fluctuated through a range of many 
points. Every few months levels were reached which were low 
relative to the average of the period and which were much below 
the average of early 1946. What happened to estate tax revenues? 

They rose! 


A rise in federal estate tax receipts which began in the 1930’s 
continued through the 1948 fiscal year (see Table 3). In that year 
estate tax revenues were 16 per cent higher than in fiscal year 
1947 and 31 per cent higher than in fiscal 1946. Yet data for the 
1948 fiscal year should give a reasonably good test of the effects 
of a fall in stock prices. Estate tax payments during this period 
should have come almost exclusively from estates whose executors 
had ample time to base tax values on the lower level of stock prices 
18 Finally, there is one mitigating factor which is easily overlooked; the optional 

valuation privilege tends to eliminate what would be the most glaring cases 


of inequity — big differences in real burdens arising from sudden large 
es in stock prices. 
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TABLE 3 
FEDERAL ESTATE TAX COLLECTIONS 
Fiscal Year (Millions) 
1943 $414.5 
| CEN eR 473.5 
ES eRe ARE eR era 596.1 
1946 aes 629.6 
1947 708.8 
1948 822.4 
1949 (ten months)-... 621.0 





resulting from the decline of September, 1946. Nevertheless, the 
payments went up, not down. 


Even in the first ten months of the 1949 fiscal year, when some 
revenue-cutting effects of the marital deduction were certainly 
being experienced, estate tax collections were only 1 per cent less 
than collections during the entire 1946 fiscal year. They were well 
above total 1945 receipts even though stock prices averaged some- 
what higher in 1945 than in the early months of the 1949 fiscal 
year. In short, allowing for the marital deduction, death tax rev- 
enues seem to have risen rather than fallen as stock prices have 
held at a level well below the peak. Is there an explanation con- 
sistent with the conclusions reached earlier? 


The explanation is not to be found in higher tax rates, lower ex- 
emptions, major changes in the definition of the taxable estate, or 
in the standards of tax administration. The number of deaths did 
not increase significantly. Little is known publicly about the 
payment of tax on very large estates; the chance occurrence of a 
few giant payments may partly explain the result, though it is just 
as possible that such payments were greater in the early period. 
Other explanations must be sought. Some, at least can be found— 
and they have interesting implications. 


One explanation follows directly from one of the points already 
made—because of the optional valuation provision fluctuations in 
market prices tend to depress the valuations used for tax purposes 
and hence tax revenue. Although for several months in 1946 stock 
prices were high compared with earlier and later months, they did 
not remain long at these levels. Therefore, the Treasury got little 
benefit from prices around the peak; executors taking advantage 
of the optional valuation provision had ample opportunity to select 
9 Collections during this period might have been depressed somewhat because 

of the feature of the 1948 Revenue Act creating the marital deduction and 

making it retroactive to estates of persons dying after December 31, 1947; 


however, not many such estates would have paid tax by June 30, 1948, the 
end of the fiscal year. 
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the lower prices either before or after the peak. In general, the 
full revenue potentialities of high stock prices will be evident only 
when the high prices are maintained by substantially more than a 
year. This condition was not realized in the 1946 peak. This point, 
however, can account for only part of the result. It does not explain 
why receipts actually went up after 1946 even though stock prices 
were around the 1945 level. 


At least part of the explanation of this rise in death tax receipts 
is to be found in fundamental changes which took place in the 
American economy during the 1940’s. Incomes and savings rose 
greatly. Despite high income taxes, some of the increase in wealth 
resulting from the saving was retained by persons with estates 
over $60,000 who died shortly thereafter.*° Individual net worth 
increased by tens of billions of dollars during the 1940’s.”* Life 
insurance in force increased by many billions. Only a very small 
fraction of all of this increase will yet have appeared in taxable 
estates (and, if the exemption is held at $60,000 and the marital 
deduction is retained, most of the increases may never be subjected 
to death tax). But only a few hundred millions of dollars in tax- 
able estates will make a great difference in estate tax revenue. In 
1945, for example, the federal death tax base was $1.4 billion; an 
increase of $300 million (about one-tenth of the gross assets of 
taxable estates) would have increased the tax base by one-fifth and 
revenue by a higher fraction (unless the increases were concen- 
trated in small estates). Cash, government bonds, and life insur- 
ance exist in much larger amounts than a few years ago, and real 
estate prices are higher. Some of the increases are undoubtedly 
appearing in taxable estates.*2 The Treasury is now experiencing 
one of the effects of the rise in national wealth during the 1940’s. 


The total amounts of government debt, cash, and life insurance 
are unlikely to decline greatly in the next few years. In this respect 
the country is on a new and higher plateau. Total real estate 
values may well remain above the levels of the 1930’s. Under these 


20 A special tabulation of 1945 returns shows number of estates and net assets 
by age groups. Decedents under 70 years of age had 43 per cent of total net 
assets (before deducting specific exemption) and 46 per cent of taxable 
estates. 

21 The net worth concept ignores the share individuals have in the national debt. 
The estate tax, of course, allows the estate no deduction for any liability the 
decedent may have had as a member of society for the debt of the govern- 
ment. 

22 From 1944 to 1945 the total of cash, government bonds, and taxable life 
insurance in estates subject to tax increased by about $200 million and real 
estate by almost $100 million. (Stock increased $200 million.) 
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conditions a substantial rise in average stock prices and their main- 
tenance on a higher plateau would probably bring a tremendous 
increase in death tax revenues. An annual average federal estate 
tax yield of $1 billion seems not improbable. If the rise in stock 
prices were coupled with a closing of loopholes, with some reduc- 
tion of the marital deduction, and perhaps with increases in rates 
in the lower brackets, annual death tax revenues of $1.5 billion to 
$2.0 billion might easily be realized.** 


23 A final point should be added. Students of death taxes have often puzzled at 
the high revenue yield of the British tax. Allowing as well as possible for 
the many differences in the taxes, it has been difficult to account for the 
apparently superior productivity of the British over the American tax. The 
author has suspected that part of the answer may lie in differences in the 
age distribution of persons of wealth in the two countries. British personal 
fortunes which ‘were built up in the decades of great economic growth before 
and after 1900 (generally before the era of very high income taxes) may 
have been owned by persons somewhat older than their counterparts in this 
country. In this country we may perhaps expect a ten- or twenty-year lag 
in the deaths of this generation; our Treasury may now be getting a rising 
number of such estates as the British may have gotten them for perhaps ten 
or twenty years. The author has had no success in admittedly superficial 

attempts to check this hypothesis, but if it is true, it may also help explain 

some of the rise in estate tax revenues in the current decade. 








MATERIALS AND METHODS OF TEACHING 
BUSINESS FINANCE (I)* 


DONALD M. HALLEY 
Tulane University 


When first requested to discuss the objectives and content of 
courses in business or corporation finance, I sympathized with the 
sleepy student who had not heard the question of the instructor, 
“What is a vacuum?” and when realizing that he had to give an 
answer to some question replied, “I’ve got it in my head, but I 
can’t explain it.” So there were two problems. First, to get it in 
my head and, second, to explain it. 


The more I considered these problems, the more convinced I 
became that it is most difficult to attempt to set up objectives for 
a course in business or corporation finance that would be applicable 
to all institutions, situations, and instructors. First, of course, we 
run into the varying objectives of education itself. We might boil 
this down to Dewey vs. Hutchins although that may be over- 
simplification. 


Secondly, the course may be offered in the economics department 
of an arts and science college where broader economic aspects are 
stressed, or it may be offered in a college of business administration 
where it is regarded as part of professional training for a business 
career. 


Third, we find that the size of classes may vary from a relatively 
few to one hundred or more. It is clear that larger classes cannot 
be handled on the same basis as smaller ones. In the former, class 
discussion has to be at a minimum; difficulty arises in assigning 
and grading long’ reports, and examinations tend to be of the 
objective type. 


Fourth, varying teaching methods and techniques are also likely 
to have an influence in determining course objectives. The lecture 
and textbook method usually does not strive for the same results as 
does the case method. 


In the fifth place, different social philosophies of instructors will 
lead to varying emphasis on social vs. managerial viewpoints. 
One may desire to emphasize the abuses that have arisen in cor- 


* The five popes published herein under this general title were delivered at a 
session of the American Finance Association in New York City on December 


30, 1949. The program was under the chairmanship of Herbert E. Dougall, 
Stanford University. 
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poration finance while another may wish to stress the relationship 
between sound finance and enlightened managerial self-interest. 


Sixth, there is likely to be a great deal of difference in the back- 
ground of teachers of business and corporation finance. Some 
have followed primarily an academic career with little contact or 
interest in the actual operations of business. They may be more 
interested in the economic, social, or legal aspects. Or they may 
not be too interested at all, having been “drafted” to teach the 
course because of a local emergency. Others have either had busi- 
ness experience or have maintained close contact with business 
operations and are thoroughly familiar with the problems that 
confront businessmen as well as their attitudes toward their 
problems. 


Next, and seventh, students may vary in their background work. 
In some institutions they have had accounting, statistics, and re- 
port writing before they come into courses in business and cor-. 
porate finance. In others, students may have had none of these 
prerequisite courses. 


Finally, the objectives of any course must be tempered to the 
workload and the degree of assistance given to teachers. An in- 
dividual who is teaching, say, four different courses, doing most of 
his own grading and clerical work, taking part in administrative 
duties, and at the same time trying to do some individual research, 
can hardly direct his courses toward the same goals as an in- 
dividual who is teaching several sections of just one course and 
who is provided with grading and clerical assistance. 


One of the major principles of management as outlined in most 
of the texts is that an administrator, to do an efficient job, should 
not have too many people reporting to him. The ideal is supposed 
to be five or six. Furthermore, a standard management principle 
is that when the work load of an individual grows to a point 
where it is too much for one person it should be split up and 
portions assigned to others. The teacher is in a sense an adminis- 
trator in that he is attempting to supervise the work of one hun- 
dred or more students, cannot delegate authority and responsibility 
to anyone else, and is confronted with the other demands upon his 
time mentioned above. 


In view of all this, it would appear that the objectives of a 
course in business or corporation finance must be established in 
light of the particular situation existing at each institution. It is 
felt that it may be of interest to others to know of the situation 
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that exists at Tulane and what objectives have been established 
there. 


From an educational objective point of view, the purpose of the 
College of Commerce and Business Administration has been to 
furnish substantial professional training preparing for a business 
career. More specifically, its aim has been the development of the 
student through an integrated program with a progressively in- 
creasing work-load from the Freshman through the Senior year. 
It is believed that increasing responsibility should be placed on 
students themselves, as the degree from this College means more 
than merely passing courses. 


The College of Commerce and Business Administration at Tulane 
is relatively small, having approximately 500 students. It offers a 
four-year undergraduate course in business administration as well 
as graduate work leading to an M.B.A. The majority of the faculty 
has had both business and teaching experience. 

All students have had accounting and statistics in Freshman and 
Sophomore years, and are required to take Money and Banking in 
the first half of the junior year which precedes a course called 
Business Finance given in the second half. Corporation Finance is 
offered as a Senior elective. Finance classes, in so far as possible, 
are held to a maximum number of thirty-five students. The objec- 
tives of the junior course, given from the viewpoint of manage- 
ment, may be outlined as follows: 

a. Knowledge 


(1) What makes up the field of finance 

(2) Sources of financial information 

(3) Financial terminology 

(4) Basic financial problems, personal, business, and public 


(5) Types and characteristics of forms of business organiza- 
tions 


(6) Types and characteristics of financial instruments, with 
emphasis on corporate securities 
(7) Types and characteristics of capital structures 
(8) Types and characteristics of financial institutions 
(9) Types and characteristics of tools of financial analysis 
(10) Causes of failure 


b. Understanding of and ability to apply principles and pro- 
cedures of : 
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(1) Analyzing problems in finance 
(2) Meeting problems in personal finance 
(3) Analyzing financial statements for various purposes 
(4) Raising and managing working capital 
(5) Financing established business 
(6) Managing capital structure 
(7) Use of financial institutions 
(8) Setting up reserves and establishing dividend policies 
(9) Placing a value upon a going concern 
(10) Promotion and organization of a new business 
(11) Expanding a going business 
(12) Preventing financial difficulties 
(13) Methods of meeting financial difficulties 


Early in the course attention is given to the difficult problem of 
financial terminology. A list of financial terms is given to each 
student. At the same time the instructor explains that differences 
may be found in textbook definitions of terms as well as in the 
way in which these terms are used in the financial press. 


It should also be noted that personal finance is briefly considered 
before taking up business finance. Comparisons are drawn 
throughout the course between personal and business finance. This 
can particularly be done profitably when taking up budgets. 


Perhaps it should be said, too, that we try to be realistic in 
accepting the fact that in a one-semester course we can only work 
toward the achievements of the objectives set forth. Serious con- 
sideration is being given to devoting a full year to Business 
Finance. However, it is felt that even in one semester, the objec- 
tives stated are well worth while. 


The question of internal administration vs. traditional material 
involves, first, a distinction between the two. The former can be 
regarded narrowly as concerned only with day-to-day problems. 
Budgets, credits and collections, raising currently needed funds, 
relationships with banks, paying dividends and refunding a bond 
issue could well be examples of this concept. On the other hand, 
internal administration can also be considered as including much, 
if not all, of the material normally covered in traditional material, 
but looked at from the point of view of managerial decisions. 
This problem, using the broader concept of internal administration, 
has been met by placing emphasis on internal administration 
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through the use of cases. As the majority of textbooks are or- 
ganized along traditional lines, the assignments are made to fit 
the kinds of cases under discussion. 


It is felt that internal administration is a more realistic ap- 
proach. By use of cases and by becoming familiar with both the 
problems that confront businessmen as well as the methods de- 
veloped for meeting them, the student is better prepared to draw 
deductions, understand principles and theories, and to recognize 
social implications. 


In the use of cases there is always the danger of becoming lost 
in administrative detail. However, if this pitfall is avoided, the 
traditional material can be included in the treatment of internal 
administration and brought in as a going concern’s problem. 


It is also felt that the majority of students after graduation are 
more likely to be concerned with internal administration than they 
are with top policy matters, particularly those dealing with in- 
tricate financial maneuvering. Just as airplane accidents seem to 
make the headlines at the expense of millions of passenger miles 
flown safely, so do some financial treatises feature the Hobsons, 
the Insulls, the Van Sweringens, and the Donald Kosters. It 
would seem more logical to give attention to the methods of the 
hundreds of thousands of executives of business firms who are 
successfully meeting their financial problems to the benefit of 
themselves, their employees, customers and stockholders. It would 
appear that the lasting impression of corporation finance in the 
case of some students in the past has been that it is a subject deal- 
ing primarily with nineteenth- and twentieth-century pirates and 
buccaneers who have used financial legerdemain to reach strato- 
spheric financial heights before they finally crash-landed in a 
blaze of front-page publicity. 


In summary, the specific objectives and the content of courses in 
business or corporation finance would seem necessarily to be 
shaped by circumstances at each institution. However, it would 
also appear that in the beginning course, a knowledge of such 
things as sources of information and their use, financial termi- 
nology, capital structures and financial instruments and institu- 
tions as well as the development of the student’s ability to analyze 
financial problems and his recognition of the business as well as 
social significance of sound methods of meeting such problems 
could well be general objectives adaptable to all institutions. 
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MATERIALS AND METHODS OF TEACHING 
BUSINESS FINANCE (II) 


FRANCIS J. CALKINS 
Marquette University 


The subject of business or corporation finance is usually required 
of all students in schools of business; in colleges of liberal arts the 
course is commonly an elective in the economics department. The 
great majority of students taking these courses are not majoring 
in finance, and it is about them that I wish to speak. I submit 
that these students probably believe business finance a course re- 
quired of them under duress, a course of general, some cultural, 
but little practical value. Yet these customers of courses in business 
or corporation finance hope to become employees in large-scale en- 
terprise or independent entrepreneurs. All will become members 
of the American public, affected by the various financial decisions 
of government and industry, and of their own making. We, as 
teachers of finance, appear to have the multiple duty of educating 
students for business life, to emphasize the social aspects of finan- 
cial decisions made by business, to integrate our teachings with 
those of economists and of our fellow-teachers in other business 
fields. This is not a simple task. 


I do not believe that the function of a course in Business or 
Corporation finance is to emphasize the external aspects of the 
subject, nor to use the course as an introduction to or substitute for 
a course in investments. I do believe that the function of this 
course is to make the student aware of the financial operation of 
a firm, to explain the rationale behind the financial decisions of 
management, of small-scale as well as large-scale enterprise. For 
this reason, I prefer to use the term “business finance” rather than 
the more exclusive “corporation finance.” The “practical approach 
to business finance,” emphasizing the internal aspects of financial 
administration in the firm, regardless of size, can educate the stu- 
dents to appreciate the free enterprise system, not to deprecate it 
as full of “financial manipulation,” as claimed by so many social 
reformers. The internal approach is more logical, more exacting 
of the student and teacher, more social than is usually expected. 
The student in such a course can become excited at learning some 
“know-how” and will even stand for learning some “know-why.” 
Even the liberal arts student with no training in accounting or the 
part-time student in an evening course can understand this type of 
approach and appreciate the course. Lack of an economic theory 
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of the firm which adequately considers liquidity questions may 
prove a block to integration with economics; recent contributions 
of Eiteman, Cooper, and Boulding may lead to an eventual filling 
of this gap. 


It is my impression that in many of our current courses and 
textbooks, we have become too complex, too encyclopedic, too 
demanding of memory at the expense of intellect. We may have 
overemphasized the role of the business giant, and in its complex- 
ities gone too far beyond the student’s ability to comprehend the 
basic financial decisions necessary for such an organization. I sub- 
mit that in an elementary course, particularly in a terminal course 
for most students, we should take care not to be too complex, for it 
is an entirely different matter not to be misunderstood than simply 
to be understood. The ideas we impart are, as Keynes has said, 
“more powerful than is commonly understood.” We are training 
persons who will become second-hand dealers in our ideas, what 
Hayek calls “intellectuals,” who “have probably never experienced 
so great an influence as they do today in all democratic countries.” 
We cannot afford to be misunderstood or to mislead if we are to 
serve any allegiance to the free enterprise system and to oppose the 
onrush of totalitarianism. We must not let our students into such 
erroneous ideas in business finance as are commonly introduced 
into textbooks in industrial economics, particularly in recent years. 


What, then, would I include in an ideal one-semester elementary, 
yet terminal, course, meeting three hours a week? I would begin 
with an elementary discussion of financial statements an ratios, 
to provide the basic tools for later discussion and amplification. 
After this introduction, and contrary to Professor Hunt’s views, I 
would plunge into promotion of a simple firm, with adequate refer- 
ence to the Department of Commerce series on small business. 
Promotion involves subtleties, but promoters of small business 
seldom consider them; the involved questions fail well into an 
advanced course. As a part of the investigation phase of promo- 
tion, a budget problem on a simple manufacturing or merchandis- 
ing firm can be introduced. Working out all the detailed schedules 
integrates well with market analysis, distribution methods, pro- 
duction methods, labor markets, and personal taxation, as well as 
with the intricacies of accounting conventions and their effects on 
financial statements. This procedure particularly makes students 
aware of the difference between a long-range financial plan for an 


1 F. A. Hayek, “The Intellectuals and Socialism,” University of Chicago Law 
Review, Vol. 16 (1949), 417-33. 
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economically feasible business and the immediate cash require- 
ments for a financially feasible firm. It often surprises them to find 
that they need much more cash for the latter than they expected 
for the former. 


The second phase of the course could involve the assembly phase 
of promotion. Some form of enterprise must be selected, perhaps 
using the amount of cash required for starting operations as a 
basic factor. Since most small businesses start with only equity 
investment, I would cover here only the forms of enterprise and the 
details of stock issues of all kinds. This would carry the class to 
about mid-semester time. 


In the third phase of this course, I would cover current financial 
operating processes with emphasis on sources of credit and cash, 
yet cr 3s-referencing at will to such topics as advertising and its 
effect on cash, to credit and collection policies, to insurance in 
business, to tax problems of earnings and their distribution, to 
purchasing, to wage, job, and process changes. Very explicit 
handling of this topic, probably through a problem, is necessary if 
misconceptions are to be avoided. 


Expansion could be handled in the fourth part of the course, 
including new financing through debt securities. The whole ques- 
tion of debt versus equity financing, marketing of securities, man- 
agement interest in security markets, public interest in corporate 
financing, the economics of capital markets—all can be developed 
in at least summary fashion through another problem. Or, on a 
more sophisticated level, a problem involving these questions may 
be made an alternative decision to one of external expansion. This 
would particularly bring up the questions of business and govern- 
ment relations. 


As &n alternative to expansion, I would treat in the fifth and 
final part of the course the question of financial difficulties. Per- 
haps time would permit a problem to be worked in here, showing 
the results of an unwise expansion. I would treat measures for 
handling difficulties of small business separately, with arrange- 
ments, chapter XI procedures, receiverships, bankruptcy, and 
liquidations as alternatives. This would permit scale reorganiza- 
tions, both voluntary and under chapter X. 

The logical question arises: if this course would deal only with a 
small manufacturing or merchandising firm growing up and dying, 
what happens to railroads and utilities? I must submit that they 
don’t belong in the elementary course, except as special and specific 
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types of firms, posing problems around which many legal restric- 
tions have been placed. I think such questions could best be 


handled by interpolation during discussions; I would not let them 
distract from the main themes. Such topics tend to confuse the 


student, rather than simplify his thinking in an elementary course, 
make him lose sight of the basic financial problem of providing 
cash for the going concern. Inclusion of a sizable amount of “social 
implication” appears to me to fall into the same category. I would 


prefer to show why businessmen act to conserve cash and let this 
social act be full explanation against which reformers and aggre- 


gative economists would have a difficult time unless they had re- 
read their Marshall. 


Now as to materials for this ideal course. I find that students 
welcome a series of integrated case problems for home or labor- 
atory work. If they follow one firm through the steps of promotion, 
current financing, expansion, and financial difficulty, they will feel 
at home with the continuing financial problems of an enterprise 
such as they might be running or working for at a later date. 
Short case problems can be used in class to direct discussion and 
measure student comprehension of the main objectives of the 
course, yet bring out industrial differences. Since no textbook is 
current available for this ideal type of course, reliance on outside 
reading would be heavy. However, I find that successful use of 
such readings depends largely on availability of materials, on 
student attitudes, and on available time—none of which is ever 
present in too great quantity. Under these conditions, I would 
reduce outside work as much as possible and hope for early pub- 
lication of a suitable text. 


Tests and examinations become a necessary evil to both teacher 
and student. Objective tests can easily be overdone. Aside from 
covering legal details, descriptions of processes and institutions, 
and the like, I feel that they reveal nothing of student comprehen- 
sion of decision-making and interpretation. For this reason, even 
in classes of over 100, I prefer to use subjective questions or prob- 
lems in all examinations. 


To conclude, I feel that this type of course would aid students 
in adapting themselves to later life, whatever be their walk. They 
would appreciate at least a little the businessman’s point of view, 
his need for conserving cash resources of a firm so as to avoid 
financial difficulties. The financial aspects of the business can be 
better integrated with the other business fields of production and 
distribution, and a more concrete approach given to both economic 
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problems on an aggregative basis and accounting problems with 
economic implications. The teacher can widen the student approach 
particularly by citing case problems from these other fields and 
showing the financial aspects or assumptions of such problems. 
All this will help to break down the compartmentalization which 
has crept into business study and action, will make the student 
more aware of the interdependence of people which is a part of 


the democratic process and of the free enterprise system which 
all of us espouse and which we wish to defend against further 
socialistic inroads. 





MATERIALS AND METHODS OF TEACHING 
BUSINESS FINANCE (IIIT) 


PEARSON HUNT 
Harvard University | 


I am like the other speakers in this group in concentrating on 
the course in finance at the beginning undergraduate level. Typi- 
cally, and unfortunately, this course is usually but one semester 
long. It will be a terminal course for many of the students who 
do not concentrate in finance, but advanced courses will be avail- 
able for those who wish to progress further in the area. 


I should like to examine in particular the differences and the 
similarities between such a course organized to suit the objectives 
of a “general education” program and one which is designed to 
suit the objectives of an “administrative” program. At one time 
I felt that there should be no substantial differences in the content 
or teaching methods used for either purpose. Having changed my 
ground on this matter, I now feel that while there is an area of 
overlapping interest which is broad and important, there should 
be a difference in the objectives and content of courses taught in 
the two types of curricula. 

I 


Let me first define what I consider to be the principal objectives 
of a course in finance in each of the two types of curriculum. First, 
from the “social”, or “general education” point of view, these 
objectives can be classified about two major parts: 


1. The first of these is to inform the student about the most 
important financial institutions and practices in the entire financial 
system and to examine: 


(a.) The effects of these characteristics upon the economy and 
on economic theory. Such matters as corporate size and the in- 
fluence of the growth of investing institutions upon investments 
(in the economic sense) properly come under this portion of a 
course. 


(b.) The policies and actions of public agencies in the light of 
the actual characteristics of the system they are attempting to 
control. Such questions as whether the SEC is following a correct 
theory in its administration of corporate reorganization would 
come under this part of the course. 
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(c.) The application of the institutional facts given in the course 
to the students’ own social philosophy, for the dual purpose of 
evaluating the “rightness” of the existing institutions and prac- 
tices, and also the re-examination of the students’ social philosophy 
in terms of its realism. For instance, in the course on business 
finance, it will be appropriate after developing the needs for legis- 
lation to force full disclosure in security selling to raise the question 
of how much cost the “good” members of society should bear 
because of the “bad” members who take advantage of their free- 
doms. 


2. The second major objective of a course in finance which is 
taught from the “general education” point of view should also 
be the objective of any course in economics. It can be stated as 
follows: to show that aggregates of economic significance are the 
sums of individual decisions. Professor Paul J. Strayer in a paper 
entitled “Council of Economic Advisers: Political Economy on 
Trial” given at one of the sessions of the American Economic 
Association on Wednesday, December 18, 1949, referred to the 
crying need to relate economic theory to positive economic decisions 
made by individual firms. I consider this objective to be of prime 
importance, although it is the one which is little explored in many 
collegiate courses. 


It is in this second area of objectives that a course which is 
taught from the “general education” point of view most clearly 
coincides with a course taught from an administrative point of 
view. Both the materials needed and the methods of teaching 
overlap. I suggest that the examination of decision-making at the 
level of a individual firm can best be accomplished through the 
use of “cases.” I might digress at this point to emphasize that a 
business case to me is not an “instance” but rather a problem 
facing a businessman, so stated that the student is required in 
his study to give consideration to the facts in terms of the need 
to reach a decision for action by a firm. Actual exercise in making 
decisions at the firm level is the best means of building the stu- 
dents’ understanding of the enviroment facing those who manage 
firms. In short, a case differs from an instance in that the case 
asks what to do and the instance states what was done. Having 
taught such a general finance course in past years, I can say with 
conviction that a considerably greater amount of case material 
than is normally used can be introduced into the curriculum with 


good effects. 
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II 


Turning now to the objectives of a course designed primarily 
for the training of administrators, I think they can be classified 
about three major points: 


1. The first of these is to inform the student about the most 
important financial institutions and practices and to examine the 
effects of these characteristics upon the alternatives actually avail- 
able in a variety of the more common financial situations. I choose 
as an example the type of error which is frequently made by stu- 
dents coming to our graduate course who have had an undergrad- 
uate course in finance taught by the traditional non-case methods. 
When presented with the problem of how to raise money for a 
firm under conditions where the holders of the equity do not desire 
to take in others and the tax laws furnish incentives to the issue 
of debt, but the earnings are insufficient to justify fixed charges, 
the almost inevitable result is a recommendation of income bonds. 
In fact, of course, such bonds are almost never sold to a willing 
buyer but rather offered in exchange under conditions of recapital- 
ization or reorganization. 


2. A second objective of a course designed primarily for the 
training of administrators is the teaching of the uses of techniques 
such as accounting, financial analysis, and statistics, to say nothing 
of economic theory, in dealing with financial problems. In my view, 
it is of unquestioned importance that a student who is studying 
finance for administrative training should have had or should be 
taking simultaneously a good course in accounting. Having said 
this, perhaps I should go further and say that those who have been 
too rigidly trained in accounting find at first that it is difficult to 
see any difference between income analysis and analysis for the 
purpose of financial management. The prime distinction here, of 
course, is the difference between “income” as determined by an 
accountant, and “funds” which represent day-to-day capacity to 
pay bills. 

The foregoing two objectives of a course taught for adminis- 
trative purposes, are, of course, not of major importance where 
“general education” is the major objective. However, if any of 
this kind of knowledge should slip into such a course it would 
certainly be of value to the students, for it would deepen their 
understanding. 


3. I now turn to a third group of objectives of a course for 
administrative purposes in which there is an important area of 
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overlap and integration with a course which is organized for more 
general purposes. 


(a.) To examine the institutional characteristices of various 
types of firms and the over-all economic structure, so that decisions 
at the firm level can be shaped suitably to the economic policy (if 
any) or situation. This integration of theory and institutional 
fact has been discussed above, so I shall not take time to furnish 
further examples. 


(b.) To make the student aware that issues of social consequence 
are present in many problems which at first glance seem exclusively 
“business” in nature. This sensitivity to the existence of social 
problems is now being conveyed in most courses, but chiefly with 
reference to such examples as the need for restraining speculation, 
the desirability of full disclosure, and the control of the activities 
of “reorganizers.” 


In my view, however, there are questions of this sort which have 
only infrequently been called to the attention of students and al- 
most never with sufficient elaboration or emphasis. I have in mind 
particularly the responsibility of management toward the long-run 
interest of the common shareholders, especially in situations where 
these shareholders are expected to accept any decision which man- 
agement may make. Take, for instance, the case of a company 
which finds that it has too much liquid funds, and decides to dis- 
burse some by the reduction of capitalization. Typically, the issue 
then resolves itself into a decision as to whether to accomplish this 
by asking for tenders, by putting the funds in the hands of some 
trustee, or by unannounced purchase in the open market. It can be 
shown that any one of these methods puts the management in a 
position of dividing the shareholders into a group which will profit 
from future events and a group which will lose. Management 
cannot tell at the time which group is which. Since there exists 
a method, namely a liquidation dividend, which does not divide 
the interests of the shareholding group, it should be pointed out 
that there is here an opportunity for management to act without 
the division usually caused. 


In speaking of courses taught from the “general education” point 
of view, I have indicated that I feel that further emphasis should 
be given to the use of cases to accomplish one of the more im- 
portant objectives of the course. On the other hand, my major 
suggestion for the further development of courses designed for an 
administrative purpose is the need for more material of a general 
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economic nature and further inquiries into matters of management 
behavior such as the one just given. 


Iil 


It can properly be asked whether the additions which I suggest 
can be worked into an already crowded one-semester course. They 
cannot be, of course, unless one is ready to leave out some of the 
material usually covered. I feel strongly (and I find that many of 
my colleagues agree) that there is much which can be profitably 
omitted from the traditional material. For instance, although 
students must be taught the considerations involved in making a 
decision between debt and equity, there seems little need to add a 
multiplicity of detail concerning the almost infinite varieties of 
bonds and other types of security contracts. It is enough to intro- 
duce the student to a few of the major classifications and to tell 
him that the detail of a particular issue is subject to variations 
within the scope of the draftsman’s imagination. I have also found 
some people who will agree with me that the chapters in many 
texts on public utility, industrial and railroad financial plans are 
too long and detailed. It is not necessary or desirable to treat each 
as a portion of the economy with its own “principles” of financing. 
Furthermore, I find it easy to accept the idea that the whole subject 
of reorganization is too subtle for a beginning course, and I am 
therefore happy to turn it over to my colleagues who teach the more 
advanced work. I realize that I differ with many of my colleagues 
in this particular attitude, since they feel that a study of reorgan- 
ization affords an opportunity for an over-all view of a financial 
problem. May I respectfully challenge the suitability of studying 
a bankrupt company for the teaching of principles of finance for 
going concerns? 




















MATERIALS AND METHODS OF TEACHING 
BUSINESS FINANCE (IV) 


CHELCIE C. BOSLAND 
Brown University 


The specific scope and content of a course in corporation finance 
in a liberal arts curriculum will vary with many factors, but the 
main lines of approach, I think, can be made more or less uniform. 
Essentially, such a course must serve as one of the few in which 
the student gains an appreciation of some of the problems of the 
individual enterprise as seen from management’s point of view. 
The purpose of this approach is not primarily to provide vocational 
competence in financial management, but to dispel the misunder- 
standing and lack of knowledge that so frequently beset those who 
look at economic processes in such broad perspective that they see 
only the forest and never seek to understand the trees. We live 
in an age that is perplexed by many urgent economic problems, 
and the modern tendency is to emphasize the necessity to have 
some kind of over-all policy with regard to their implications for 
the individual firm. It seems to me that we fail in educating for 
intelligent citizenship if our graduates have their thinking oriented 
so exclusively to abstract generalities that tuey never acquire more 
than a superficial acquaintance with the nature, problems, and 
outlook of the individual business concern, which is at the center 
of an individual enterprise universe. One of the more important 
functions of a course in corporation finance is to correct this lack 
of balance. And it may be one of the reasons why a large per- 
centage of our liberal arts colleges provide for some work along 
these lines. 


But if such a course is to perform what I conceive to be its 
essential function, it must not go to the other extreme and con- 
centrate its attention solely upon the private aspects of financial 
problems. In fact, I would argue that most courses in finance 
would benefit greatly by the infusion of more social perspective 
into the discussion of the financial problems of the individual 
business. This would not only facilitate the process of balancing 
the purely private and the social points of view, but it would build 
bridges between finance and other courses usually offered in a 
liberal arts curriculum, so that the student would come to think 
of economics as a whole and not as a series of highly specialized 
and segregated subjects. It seems to me that a course in corporation 
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finance is admirably suited to be an integrator of other courses and 
a means of approaching problems covered in other courses in a 
fresh and practical way. It should provide the force to drive home 
concepts and principles that have been grasped (sometimes all too 
tenuously) in other courses in economics. 


Now let us see what this implies in its application. For purposes 
of argument let us assume that we are limited to a one-semester 
course that is neither preceded nor followed by a similar course. 
Obviously the content and scope of such a course would vary 
depending upon the nature of other courses the student is required 
to take in the field of economics. There is no way of avoiding gaps 
or overlapping until we know what other courses each student is 
likely to take. A hasty sampling of representative liberal arts 
colleges in the east reveals that all of them offer courses in money 
and banking and public finance, nearly all offer courses in account- 
ing, some offer courses in public control of industry, public utilities, 
and railroads, but only a few offer separate courses in business 
cycles, and fewer still have separate courses in the trust problem. 
And, of course, not all of these courses are required of all students. 
The inference is clear. The content of the course in corporation 
finance for each college should be tailored, in some degree at least, 
to fill apparent gaps and eliminate needless duplication. The course 
in finance—and all other courses, for that matter—can be made 
flexible enough to fit into a mosaic made up of all course offerings. 
And I would quite deliberately use whatever pulling power a 
“practical” course like corporation finance has to emphasize and 
correlate the essential principles of the discipline we call economics 
so far as that can be done. 


All of this may seem quite obvious, but possible of achievement 
only in a limited degree. On the surface there appear to be only 
a few points of contact with other fields of economics, but with 
some reflection others immediately appear. It is apparent that 
knowledge of accounting is basic to the understanding of finance, 
and perhaps a course in accounting should be a definite prerequisite. 
The same might be said of a course in money and banking. If a 
student has no knowledge of either he will be handicapped. It is 
difficult to discuss such matters as capital structures, dividend 
policies, financial reconstruction or accounting criteria for govern- 
ment control without the use of accounting concepts; and some- 
where a student must become familiar with the basic structure of 
our financial institutions, their functions, and the elements of 
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commercial bank policy and control. Usually this knowledge is 
acquired in separate courses. 


It is hardly conceivable that a student can understand either 
business or social problems unless somewhere he becomes familiar 
with government policies and public regulation as basic factors. 
And I would not limit his perspective to such matters as the general 
incorporation laws, or the regulation of financial practices through 
the various securities laws and bankruptcy acts. Special problems 
of financial policy in the regulated industries like public utilities 
and railroads can be more fully appreciated if the student knows 
something of the reasons for and the problems of public control 
in these industries. Incidentally, I would eliminate a lot of dupli- 
cation that seems to exist where courses in finance and those in 
public control cover the same ground—assuming, of course, that 
the student takes both courses. If he does not, I would give larger 
emphasis to public control in the field of finance. 


The problem of business expansion and corporate size offers 
obvious opportunities to discuss the issues of economic concen- 
tration, monopolies, and antitrust policies. Too often the private 
and social aspects of these important and related topics have been 
dealt with in sharply separated courses. Because it harbors some 
of the most important and controversial questions of public policy 
this area should be seen in its entirety. And since some proposed 
solutions to the problems of monopoly assume an extension of the 
public utility pattern of regulation or government ownership and 
operation, it might be desirable to open the door to that field too— 
assuming that it is not done adequately elsewhere. 


There are many points of contact between corporate and gov- 
ernmental finance. The growing importance of the corporation as 
a tax gatherer, the increasing weight of corporate taxation, the 
impact, incidence, and economic consequences of corporate taxation, 
the effect of taxes upon capital structures and dividend policies, 
and the relationship of government debt policies to the money 
market and to interest rates are topics common to courses in both 
areas. Here again there is probably room for better integration. 


I would also make a plea for some new bridges between cor- 
poration finance and economic theory, particularly value and dis- 
tribution theory. Here I would welcome a certain amount of 
duplication for the sake of emphasis, because the approaches are 
likely to be different, and anything that sharpens the analytical 
tools is to be encouraged. The general economic effects of methods 
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of promotion, overcapitalization, fixed charges, dividend policies, 
reorganization and corporate expansion, for example, may receive 
too little emphasis both in courses in finance and in theory. Yet 
they may be more significant than some of the subject matter 
usually covered in both courses. The discussion of income dis- 
tribution has its obvious ties to courses in labor as well. 


Somewhere along the line each student should obtain a working 
knowledge of the business cycle. The scarcity of special cycle 
courses in college catalogues does not necessarily mean that the 
topic is neglected. In fact, there is probably a tendency to try to 
teach it in too many courses—at least to inject some discussion of 
“fiscal policy” into every course. One may wonder if we are doing 
as good a job as we should in this regard. If not, we should see 
that courses in finance bear their share of the responsibility. 


Finally, a course in finance should not be blind to the increasing 
emphasis upon the problems of small business. Since small con- 
cerns are numerous and may well provide the political and economic 
means to preserve our way of life, the “small business” approach 
to finance seems to offer attractive advantages. But I am not sure 
that there is a hard-and-fast line of demarcation between small 
and large business, as some would have us believe, or that their 
problems are essentially different in kind. To be sure there are 
degrees of difference (and these are important) but most problems 
are amenable more or less to common treatment. Moreover, if one 
wishes to emphasize the broad rather than the narrow approach, 
an understanding of the sizeable business concern is desirable. 


From the standpoint of public policy the most controversial 
issues are likely to be those centered around the large corpora- 
tion. It is here that the engines of propaganda are at work and 
here the greatest misunderstanding is likely to develop. As I see 
it, the unique contribution that a course in corporation finance 
can make is the promotion of a better comprehension of the cor- 
poration in American life, as seen both from the inside out and 
the outside in. The financial problems of small business can best 
be introduced and appraised as they are projected against a broad 
background of the understanding of corporate financial policies in 
general. They constitute a part, but only a part, of the broader 
perspective, the greater emphasis upon ideas, and the increased 
attention to integration with allied courses in economics that I hope 
is gradually emerging in the teaching of college courses in cor- 
poration finance. 
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MATERIALS AND METHODS OF TEACHING 
BUSINESS FINANCE: A SYNTHESIS 


MILLER UPTON 
Washington University 


The discussion was led by four teachers of the subject, all of 
whom have had extensive experience with undergraduate teaching. 
In nearly every case their remarks were directed to a one-semester 
required course, but differences immediately developed according 
to whether the course was to be part of a general business cur- 
riculum or a liberal arts curriculum. The subjects assigned to the 
participants for discussion were: objectives, social vs. administra- 
tive aspects, subject matter, content of the first course, teaching 
materials, small business vs. corporate approach, and integration 
of finance and other subjects. As the discussion unfolded, how- 
ever, four major topics stood out: objectives of a course in business 
finance, the approach to be followed by such a course, the subject 
content of such a course, and the materials to be used. The matter 
of integration was woven through the separate discussions of one 
or more of these topics. 


The most important consideration of all was that of purpose; 
the other points were necessarily conditioned by beliefs along this 
line. Two fundamental objectives were sharply highlighted. One 
was that of professional training, which might be described as 
preparation for business life. The other was general education of 
a socio-economic sort, or preparation for social life. The point was 
well emphasized, however, that the objectives of a single course 
such as this are necessarily governed by certain factors beyond 
the control of the individual teachers, such as the general educa- 
tional objectives of the university and college, the size of the 
classes, the background and training of the instructor and students, 
and the work load of the instructor. In any event, however, the 
important thing is not that each teacher should have control over 
the establishment of objectives but that he should be fully cog- 
nizant of what the objectives are and shape his course accordingly. 


The approach to be followed in teaching a course on business 
finance was seen to be governed largely by the decision made as to 
objective. Controversy surrounded two major approaches: first, 
the administrative vs. the social, and second, the small business vs. 
the corporation. In each case there was the further consideration 
of whether to proceed from the standpoint of analyzing principles 
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or describing facts, but since there was general consensus in favor 
of the former, no serious attention was given to the matter. The 
common alignments seemed to be the administrative approach with 
small business relied upon as an illustrative medium, if the objec- 
tive were mainly professional; and the social or external approach 
with major attention given to the corporation, if the objective were 
essentially general socio-economic education. It was pointed out, 
however, that strict allegiance to any one of these approaches 
would not serve the best interest of the student. A partial com- 
bination of the two is not only possible but desirable. A student 
cannot fully appreciate the social milieu without understanding 
the facets of the internal operation of the individual business units 
which comprise and give motive power to the general economic 
organism. Also, the professional student cannot be adequately 
trained in decision-making if he is unaware of the social influences 
bearing upon his position and the potential reprecussions, in turn, 
of his business decisions upon the community at large. 


Three considerations were seen to condition the content of a 
course in business finance. They were (1) the approach followed 
(in turn governed by objective), (2) academic prerequisites as- 
sumed, and (3) the number of courses required in the subject. 
Although there was one qualified exception expressed, the par- 
ticipants in general agreed to the desirability of requiring in 
advance of the course some work in accounting, money and bank- 
ing, and general economics. Particularly would this hold if the 
material was to be concentrated in a one-semester course. The 
major differences expressed centered around fundamental differ- 
ences in objective and approach. 


A very strong case was made for the traditional corporation 
finance material if the objective were general economic education. 
Such subject matter was felt to lend itself ideally to relating gen- 
eral economic principles and concepts developed in other courses 
to their practical application in this field of endeavor. Such a 
technique would also equip the student with a sound over-all view 
of certain economic institutions and processes and enable him to 
evaluate common prejudicial statements and governmental policies 
in their true light. In relying upon this subject matter, however, 
it was argued that emphasis should be placed on principles rather 
than facts. Also, some greater attention might be given to the 
internal operation of the corporation than is common with most 
standard corporation finance texts. 
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The opposing view held that the major content of the course 
should be devoted to the elements of internal financial administra- 
tion of the business unit rather than the external financial char- 
acteristics of the corporate form of organization. Although there 
was some argument for adopting this type of course even when 
the objective was mainly one of general economic education, it was 
clear that principal support relied upon the desire for professional 
training. Under such circumstances, concentration on financial 
management functions, with the associated emphasis on cash flow, 
short-term financing, and tools of administrative control, would 
serve very well for integrating the subject with others in the 
business curriculum and in furthering the students’ capacity for 
making realistic business decisions. 


The conflict, of course, is greatly reconciled by the inclusion of 
more than one semester course in the required curriculum. With 
sufficient time allowed, content can be broadened to incorporate 
both viewpoints. But as the time interval is reduced, certain fringe 
topics are squeezed out; and the remaining core depends upon the 
essential purpose of the course to begin with. 


The discussion on materials was notable not for its conflict of 
viewpoints but its general agreement that short problems and 
cases should be relied upon heavily in support of basic text ma- 
terial. Regardless of the feeling as to approach or content, it was 
felt that the realities of the situation to be portrayed as well as the 
realities of decision-making could be best brought to mind by hav- 
ing the student work through a representative situation. The 
provocative case device was suggested as particularly suited to the 
reconciliation of the administrative and social approaches. And 
although such problem work may be most suited to furthering the 
end of professional training, it is indispensable to effective general 
economic education by giving substance to many of the principles 
discussed. 


On the basis of the whole discussion it seemed quite clear that 
any unanimity of opinion on the subject of teaching business 
finance is impossible because of two inescapable variables. On the 
one hand, there is basic difference in the general educational ob- 
jectives of different schools. The business finance course in a 
liberal arts college must accomplish a different objective from that 
in a school of business. On the other hand, the time allowed for 
covering the subject matter differs as between schools. Some re- 
quire a full academic year, others two quarters, and still others 
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only one semester. Although the general approach might remain 
the same despite differences in time allowed, content and materials 
used must vary substantially. 


In spite of this almost inescapable chasm in the field, the dis- 
cussion disclosed three points on which there seems to be rather 
general agreement and prospect for greater uniformity in ap- 
proach. These are: (1) The need for reconciling the administra- 
tive and social approaches more than has been done in the past. 
They are not entirely separate and distinct in themselves but 
rather interdependent upon one another to a certain extent. (2) 
The desirability of increasing the attention given to the internal 
financial operation of business, particularly the problems of cur- 
rent finances. Even those following the traditional corporation 
finance approach are sympathetic to this change. And (3) the need 
for increasing the extent to which cases and problems are used in 
support of basic text material. Surely an interchange of ideas, 
whether it be by round table discussion or other means, can be 
considered worthwhile if it contributes to the recognition and 
furtherance of these common aims. 
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“CANADA’S POSTWAR BALANCE OF PAYMENTS: A CASE 
STUDY OF REMEDIES FOR BALANCE OF PAYMENTS 
DISEQUILIBRIUM” (A DOCTORAL DISSERTATION) * 


JOHN R. WOODLEY 
International Monetary Fund 


This study concentrates on Canada’s international financial ex- 
perience from 1945 to 1948 in an attempt to isolate the funda- 
mental causes of the balance of payments disequilibrium which 
developed and the implications of the remedies applied to correct 
it. As a program for eliminating restrictions on trade and pay- 
ments must be based on a thorough understanding of the difficul- 
ties leading to, and the distortions resulting from, direct controls, 
this case study is an attempt to provide a realistic basis for 
formulation of such a policy. Such a formulation will be useful 
only if the theoretical framework is both rigorous and operational, 
and if the hypotheses developed are exposed to reality as repre- 
sented by statistics. 


In 1946 and to a greater extent in 1947, Canada drew upon its 
exchange reserves. While there was a current account surplus, 
exports sold on credit to Europe did not finance imports from the 
United States. When reserves fell to a level so low that they 
would have been exhausted in eight months at the going rate of 
depletion, a variety of measures were implemented: imports were 
restricted by prohibition, quotas and individual permits; foreign 
travel was limited; gold mines were subsidized; excises were im- 
posed on certain goods with a high import component; controls 
were applied to direct domestic investment; and tariff concessions 
to permit larger exports were obtained. Furthermore, drawing on 
Canadian loans were curtailed and prohibitions on exports to the 
United States were eliminated. The chief feature of the import 
controls was that while they were technically “non-discriminatory” 
they were highly selective with regard to the country of origin. 


The increase in Canadian reserves in 1948 was due in part to 
the measures introduced the previous year, but the increase in U. S. 
dollar earnings resulting from the availability of ECA funds and 
larger exports to the United States were of at least equal import- 
ance. Experience in 1948 seemed to justify the control measures. 
They were superior to alternative remedies. Depreciation would 
have further complicated Canada’s position vis-a-vis the sterling 
area and Europe. A conscious policy of deflation would have had 
the same effect, and would have hampered the investment which 
promised to provide a long run solution to the balance of payments 
difficulties. Nevertheless, the best feature of the controls was the 
process of simplification which set in even before the end of 1948. 





*The Journal plans to publish, as space permits, one-page summaries of 
recent doctoral dissertations which have not been published in whole or in 
part elsewhere. Those recently awarded the doctorate are invited to submit 
for publication summaries not to exceed 400 words. 


A COMMUNICATION 


Based on the past several years’ experience that we have had at 
Northwestern in making second-hand copies of Moody’s Investors 
Service available to smaller schools, there is evidence that the large 
metropolitan universities can be of substantial help to others less 
fortunately situated and with more limited library budgets. Many 
financial institutions in metropolitan areas dispose of their old 
copies when the new issues are published, and they are more than 
glad to make them available for educational purposes. 


However, an intermediary is needed to bring such schools and 
willing donors together. The metropolitan schools can help by 
soliciting volumes from local banks and others. The Finance De- 
partment of the School of Commerce of Northwestern University 
will be glad to act as a clearing house for donors and college 
libraries until our Association can devise a better way for handling 
the operations. Members who have or know of available copies 
should inform me of such, specifying the name and year of the 
volumes. Requests should also be filed with me. In this way I 
will be able to notify the latter of what is available and where. 
Direct shipment can then be arranged and intermediate handling 
and wrapping avoided. The only cost to the recipient institutions 
will be the express charges, the shipments being made collect. 


In view of the value that the information contained in these 
volumes can be to case and problem study of aspects of finance, 
business administration, and economics, I hope that this appeal for 
cooperative effort among the members of the Association meets 
with satisfying response. 

BION B. HOWARD 
School of Commerce 
Northwestern University 





